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BEFORE THE 
ARIZONA CORPORATION COMMISSION 

SURREBUTTAL TESTIMONY OF 
STEVEN C. CARVER 

QWEST CORPORATION 
DOCKET NOS. T-01051B-03-0454 & T-00000D-00-0672 

Please state your name and business address. 

My name is Steven C. Carver. My business address is 740 NW Blue Parkway, Suite 204, 

Lee’s Summit, Missouri 64086. 

Are you the same Steven C. Carver that filed direct testimony in this proceeding? 

Yes. 

What is the purpose of your testimony? 

My surrebuttal testimony will exclusively respond to the rebuttal testimony of Company 

witness Philip E. Grate. 

Have you made any changes to the adjustments as proposed in your direct testimony, 

following the review of the Company’s rebuttal filing? 

No. 

Please describe how the remainder of your testimony is organized. 

My surrebuttal testimony is arranged by topical section, following the table index 

presented previously. 

ADEOUACY OF OVERALL REVENUE REQUIREMENT 

At rebuttal page 139, Mr. Grate indicates that Qwest’s overall revenue requirement, as set 

forth on PEG-Rl, is now $271.258 million. How does that amount compare with the 

, 

revenue requirement recommendations previously filed by Company and Staff? 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

b 

A. 

Q. 

A. 

Q. 

A. 

T-01051 B-03-0454 & T-00000D-00-0672 
Surrebuttal Testimony of Steven C. Carver 

On June 21 , 2004, the Company filed revised R14-2- 103’ schedules supporting an overall 

intrastate revenue deficiency of $318.5 million (original cost) and $458.8 million (fair 

value).2 This revised Company filing (June 21, 2004) served as the starting point for 

Staffs direct testimony, which supported a revenue deficiency of approximately $3.5 

million. Staff Adjustments B- 1 and C- 1 incorporated various Company proposed 

revisions to the June 21, 2004 filing that Qwest had indicated were necessary. As a 

result, most of Qwest’s revisions have already been considered in Staffs overall 

recommendation. 

The $271.258 million revenue requirement set forth on PEG-R1 is about $47.3 million 

less than the $318.5 million revenue requirement supported by Qwest’s revised filing of 

June 21, 2004. Could you briefly describe the primary change contributing to this 

reduction? 

Although Qwest has revised the revenue requirement impact of virtually every 

adjustment, some as a result of S t a r s  review, since the revised filing submitted on June 

21, 2004, there appear to be ten (10) new or revised Company adjustments to rate base 

and/or operating income that incrementally change (i.e., increase or decrease) revenue 

requirement in excess of $1 million, representing a cumulative $47.4 million change in 

overall revenue requirement. Of these 10 adjustments, Qwest has revised its depreciation 

adjustment (PFA-0 1 ), which decreases revenue requirement by $45.6 million. 

Since Staffs $3.5 million revenue requirement recommendation is significantly less than 

Qwest’s rebuttal recommendation of $271.258 million, is Staffs recommendation 

inadequate to support the rate change Qwest has requested? 

No, not in my opinion. And, Qwest witness Grate stated in the passage quoted below that 

any of the revenue requirements proposed by the parties, including Staff, would be 

sufficient. In addition, at page iii of his ‘‘Summary of Rebuttal Testimony,” Mr. Grate 

states: “Revenue requirement is less important in this case than it would be in traditional 

rate case because Qwest is not asking for recovery of most of its revenue requirement.” 

, 

’ 
* Qwest Corporation filing pursuant to A.A.C. R14-2-103(B)(7) or “R14-2-103” filing. 

See Qwest Schedule A-1, filed June 21,2004. 
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This concept is further developed in the following questions and answers appearing at 

pages 6-7 of Mr. Grate’s rebuttal testimony: 

Q. IS QWEST ASKING FOR RATES TO RECOVER ITS 
REVENUE REQUIREMENT? 

A. No. Given the intensity of competition Qwest now faces in Arizona as 
described by Mr. Teitzel, and the pace of Qwest’s Arizona access line 
loss as shown above, Qwest does not believe the revenue requirement 
computed in the schedules of its Rule 103 filing is fully recoverable 
from its Arizona customers. 

My direct testimony explained that Qwest was not proposing rates to 
fully recover its revenue requirement and that instead, Qwest was 
proposing modifications to its price regulation plan that will allow the 
Company to compete on a more equal footing with its competition in 
Arizona. Qwest’s position remains unchanged. 

Q. THEN OF WHAT RELEVANCE IS QWEST’S REVENUE 

A. Given the intense pressure on Qwest’s revenues and the relatively 
REQUIREMENT IN THIS DOCKET? 

fixed cost nature of its business, revenue requirement has substantially 
less relevance than in the traditional rate case of a traditional 
monopoly utility because the recoverability of cost-of-service rates is 
uncertain. By Qwest’s calculation, Qwest’s revenue requirement now 
stands at $271.3 million on an original cost rate base and $35 1.7 
million on a fair value rate base. By RUCO’s calculation Qwest’s 
revenue requirement is $160 million. Staff claims it is $3.5 million. 
Any of these revenue requirements would be sufficient to provide for 
the rates Owest has resuested in this case. Consequently, the debate 
over Owest’s revenue requirement is, in some respects. academic. 

Accordingly, I have prepared a more limited rebuttal than might be 
called for were revenue requirement critical to this case. The fact that 
I am not commenting specifically on every adjustment proposed by 
Staff and RUCO does not necessarily mean that I agree with their 
methods or their results. My testimony does not attempt to address 
every potentially contestable ratemaking issue. Instead, it focuses 
principally on issues that have broad Arizona regulatory accounting 
and ratemakina significance beyond this case. 

[emphasis added] 

, 
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Do you have any comments regarding Mr. Grate’s representation that “[alny of these 

revenue requirements would be sufficient to provide for the rates Qwest has requested in 

this case”? 

Yes. In spite of this statement, Mr. Grate’s rebuttal filing consists of 142 pages of 

testimony and 88 pages of exhibits - even though the Company appears to conclude that 

the overall revenue requirement recommendations of any party including Staff are 

sufficient to support Qwest’s proposed rate changes. Notably, the direct testimony of 

both RUCO and Staff present positive valuations of overall revenue requirement. Rather 

than simply agree to disagree on any number of ratemaking issues that do not impact the 

overall level of rate relief sought by Qwest and narrow the scope to address only those 

issues that actually require a Commission finding to successfully conclude this 

proceeding, Mr. Grate instead burdens the record and the limited resources of the parties 

with a lengthy debate of what he calls, in large part, “academic” issues. 

Citing to “the intensity of competition Qwest now faces in Arizona,” Mr. Grate states that 

“Qwest does not believe that its proposed revenue requirement is fully recoverable from 

its Arizona c~stomers.”~ Instead, it would seem that the lengthy rebuttal testimony 

offered by Mr. Grate largely focuses “principally on issues that that have broad Arizona 

regulatory accounting and ratemaking significance beyond this c a ~ e . ” ~  

Assuming for discussion purposes that the Commission’s final decision in this 

proceeding rejected each and every revenue requirement issue raised in Qwest’s rebuttal 

testimony, one would have to question what remedy the Company would seek on appeal. 

After all, as indicated by Mr. Grate, the Staffs revenue requirement is ‘‘sufficient to 

provide for the rates Qwest has requested in this case.” 

, 

How will Staff respond to Mr. Grate’s rebuttal testimony? 

Mr. Brosch and I are primarily responsible for responding to Mr. Grate’s rebuttal 

testimony, with surrebuttal testimony also offered by Messrs. Dunkel, Reiker and Regan. 

Grate rebuttal, page 6 ,  line 13. 
Grate rebuttal, page 8, line 1. 

3 

4 
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Nevertheless, given the limited time available to review, analyze and finalize our 

testimony, the surrebuttal testimony offered by Mr. Brosch and myself will be limited 

and will not necessarily address each and every point discussed in Mr. Grate’s rebuttal 

testimony. While it is simply not feasible for us to respond to every point raised by Mr. 

Grate with which we disagree, Staff has made a concerted effort to address the major 

areas of disagreement with Mr. Grate’s rebuttal testimony. However, Staffs silence on 

any specific point raised by Mr. Grate should not be construed as concurrence in or 

agreement with said representation. 

REGULATORY ACCOUNTING METHODS 

Beginning at page 8, Mr. Grate dedicates about 25 pages of his rebuttal testimony to a 

discussion of “regulatory accounting methods” citing to Commission rules and past 

Arizona rate cases. At page 9, Mr. Grate quotes from Arizona Administrative Code 

(A.A.C.) R14-2-510 G and concludes on page 14 that “It is clear that absent a 

Commission order to the contrary, an accounting method change incorporated into the 

USOA is (and consistently has been) automatically incorporated into Arizona regulatory 

accounting by operation of Rule R14-2-5 10 G.” How do you reply? 

In this section of rebuttal testimony, Mr. Grate appears to attempt to dispose of two 

revenue requirement issues (SOP 98-1 and FAS 106 OPEB costs) representing about 

$57.7 million’ of the difference in overall revenue requirement between the Company 

and Staff. Mr. Grate does accurately quote Rule R14-2-510(G), at rebuttal page 9: 

2. Each utility shall maintain its books and records in conformity with the 
Uniform Systems of Accounts for Class A, B, C and D Telephone 
Utilities as adopted and amended by the Federal Communications 
Commission . . . 

Other than requiring Qwest to maintain its books and records in conformity with the FCC 

USOA, this Rule does not address nor is it dispositive of the ratemaking treatment to be , 

afforded any specific accounting change for Arizona regulatory purposes. In fact, Qwest 

has maintained an offbook accounting system for many years to recognize differences in 

jurisdictional accounting that exist between the FCC and the state jurisdictions in which 

’ See Schedule E of the Staff Joint Accounting Schedules, Staff Adjustments B-6 & C-1 1 (SOP 98-1) and B-8 & 
C-18 (FAS106 OPEB costs). 

UTILITECH, INC. 
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the Company provides regulated telecommunications service. Further, I do not believe 

that this rule should be interpreted, nor to the best of my knowledge has it been in the 

past with respect to Qwest, as ceding any authority to the FCC regarding accounting 

methodologies used for Arizona revenue requirement purposes. 

I have not claimed that R14-2-510(G) requires Arizona utilities to seek ACC approval 

prior to recognizing an FCC adopted change in accounting method for Arizona 

accounting and reporting purposes. Nor do I believe that the cited Rule provides for the 

automatic recognition of any FCC interstate accounting change for Arizona intrastate 

ratemaking purposes. Instead, R14-2-5 1 O(G) provides a common accounting framework 

as a base line for accounting purposes, thereby avoiding undue regulatory oversight or 

requiring an administratively burdensome accounting approval process, whereby each 

FCC ordered accounting change would need to be individually taken up by this 

Commission for approval, modification or rejection. 

Subsequent to the filing of his direct testimony in this proceeding, Mr. Grate has altered 

Qwest’s interpretation of R14-2-510(G) as requiring the adoption of SOP 98-1 (internal 

use software) in 1999, a matter that will be subsequently addressed in more detail. In any 

event, Qwest has inconsistently applied and considered this rule over the years. 

Q. On what do you base your contention that Qwest has inconsistently applied this rule over 

the years? 

In Docket No. E-1051-88-146,6 Company witnesses referred to various Commission 

rules, including R14-2-5 lO(G), in opposition to adjustments7 that I sponsored on behalf 

of the Arizona Staff. Attachment SCC-S1 represents excerpts from my rebuttal 

testimony disagreeing with Company arguments concerning Commission rules and FCC 

GAAP accounting, similar to those currently offered by Mr. Grate. 

A. 

, 

Docket No. E-1051-88-146 was resolved by negotiated settlement. 
Company witnesses Monte Shiver and Thomas Flaherty addressed ACC rules in the context of Staff 
adjustments regarding the exclusion of short-term TPUC fiom rate base and limited rejection of the capita1 to 
expense shift resulting fiom adoption of FCC Part 32 (USOAR). 

7 
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Carver Rebuttal Testimony, page 9, Docket No. E-1051-88-146: 
Q. On page 36, Mr. Shriver references two Commission rules [i.e.,R14-2- 

510(G)(2) and R14-2-103(A)(3)(a)] and concludes that the Staffs 
recommended treatment for Short-Term TPUC is inappropriate and 
precludes the capitalization of interest on Short-Term TPUC. Do you 
have any comments on that testimony? 

Mr. Shriver proposes essentially the same argument in his 
rebuttal testimony dealing with Part 32. In that section of my 
testimony, I address these allegations in detail and will not restate or 
reiterate them here. Nevertheless, Mr. Shriver’s argument on this issue 
is without merit. 

A. Yes. 

Carver Rebuttal Testimony, pages 40-41. Docket No. E-1051-88-146: 
Q. On page 44 of his rebuttal testimony, Mr. Shriver alleges that Staff’s 

proposed capitalization of general overheads and pay-as-you-go 
ratemaking treatment for compensated absences violate the rules of 
this Commission. Do you agree with that allegation? 

A. No. In support of his position, Mr. Shriver cites the following ACC 
rules: R14-2-5 1O(G)(2), R14-2-510(1)(1), and R14-2-103(A)(3)(a). 
Essentially, Mr. Shriver argues that since the Commission Rules 
require the Company to maintain its books and records in conformity 
with the FCC USOA and the filing requirements make reference to the 
accounting methods prescribed by the Commission, then the 
Commission cannot deviate from the accounting required under the 
FCC’s USOA unless the Company files a verified application seeking 
a variance or exemption from the Commission Rules. While Staff 
does not believe that these rules, in any form, restrict or limit the 
evidence this Commission may consider or findings which may be 
held from such evidence, I will nevertheless address each alleged rule 
violation raised by Mr. Shriver and demonstrate how Staffs 
adjustments do not violate such rules. 

In contrast, at page 51 of my direct testimony in the current proceeding, I discuss the 

Company’s opposition to the adoption of SOP 98-1 in Qwest’s last rate case, Docket No. 

T- 105 1 B-99-105. In that proceeding, Company witness Redding recommended that the 

“best solution is to ignore this accounting change for ratemaking purposes.”* At rebuttal 

page 24, Mr. Redding continued that theme with the following testimony in the context of 

his discussion of a possible “rider” treatment for the SOP 98-1 accounting change: 

, 

Q. IS A RIDER THE BEST OPTION? 

Redding rebuttal, page 20, Docket No. T-1051B-99-105. 8 

UTILITECH, INC. 7 
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A. No, it is not. The best option is the one set forth by the Company, 
namely, not to adopt this accounting change for ratemaking 
purposes. Adoption of this accounting change for ratemaking 
purposes will cause rate shock of its own. Customers will be 
delighted with the first year decrease, but will be less enthusiastic 
about the yearly increases that would follow and the permanent 
rate level that will be higher than if the Commission ignored the 
accounting change. In total those increases would total $49M to 
enable the customers to enjoy a first year decrease of $(39)M. 

As evidenced by the various responses to Staff discovery submitted in Docket No. T- 

1051B-99-105 included in Attachment SCC-S2; Qwest’s approach in 1999 was to 

“ignore” the effects of SOP 98-1 for Arizona intrastate ratemaking purposes and to 

establish and maintain offbook records to account for the difference between financial 

GAAP (adopted by the FCC) for Arizona intrastate regulatory accounting purposes. 

Qwest’s subsequent accounting for SOP 98-1 has been consistent with those 

representations, until late 2004 when Mr. Grate reversed course, indicating Qwest will 

adjust its accounting records to reflect the adoption of SOP 98-1 effective January 1, 

1999.” 

Now, Mr. Grate has taken the position that SOP 98-1 should have been adopted for 

Arizona regulatory accounting purposes -- in 1999. Qwest’s shifting proposals present 

the worst possible scenario for ratepayers: 

Oppose any regulatory recognition of SOP 98-1 in Docket No. T-1051B-99-105, 
denying ratepayers the opportunity to enjoy the transition benefits of such adoption; 

Establish and maintain offbook accounting records for Arizona intrastate accounting 
purposes as if SOP 98-1 had never been implemented; and 

Now that Mr. Grate has concluded that SOP 98-1 should be recognized for Arizona 
intrastate regulatory purposes, adopt the accounting change retroactively to 1999. 

/ 

This latest development in the SOP 98-1 saga is disingenuous at best. Unlike the 

scenario painted by Mr. Redding in the last rate case, Mr. Grate’s creative accounting 

These discovery responses clearly document that Qwest did not intend to adopt SOP 98-1 in 1999 for Arizona 
regulatory purposes. 
Grate rebuttal testimony, page 29 and Qwest response to Data Request UTI 4- 1 S 1. 10 
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will deny, not delight, ratepayers with the early year benefits of SOP 98-1 adoption and 

jump right to the higher “permanent rate level” opined by Mr. Redding. 

It is interesting, though I suppose not surprising, that the Company consistently seeks to 

deny ratepayers any participation in the positive benefits of transitioning between 

accounting method changes but pulls out all the stops to make sure that any transition 

costs (e.g., prospective amortization of the FAS 106 transition benefit obligation) are hlly 

reflected in overall revenue requirement. So much for the “goose and gander” barb Mr. 

Grate casts at Mr. Brosch and myself in footnote 29 at page 41 of his rebuttal testimony. 

Q. Do you have any additional comments regarding Mr. Grate’s statement at rebuttal page 

14 that “It is clear that absent a Commission order to the contrary, an accounting method 

change incorporated into the USOA is (and consistently has been) automatically 

incorporated into Arizona regulatory accounting by operation of Rule R14-2-5 10 G.” 

A. Yes. I have been advised by Counsel that the Arizona courts have held that the Arizona 

Constitution and the Arizona Statutes convey broad discretion to the Commission over 

ratemaking. However, Mr. Grate’s citation to Rule R14-2-510(G) seems to attempt to 

construct a regulatory theory that, while not explicitly stated, Qwest is required to follow 

FCC accounting rules, which the Arizona Corporation Commission is obliged to adopt 

for ratemaking purposes. In my experience, this is simply not appropriate. 

Following the issuance of Decision No. 58927,” the Company appealed several issues, 

including the denial of the accounting change from cash to accrual basis for FAS106 

OPEB costs. As discussed in the following excerpt, the Arizona Court of Appeals has 

deferred “. . .to the Commission’s constitutionally granted power to determine appropriate 

‘systems of keeping accounts.”’ . 
[9] US West also argues that the Commission’s disallowance of the 
adjustment for its OPEB expenses was arbitrary, unreasonable, and 
unsupported by substantial evidence. Again we disagree. US West 
essentially attacks the long-range fiscal prudence of the Commission’s 

Docket No. E-1051-93-183. 11 

UTILITECH, INC. 9 
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decision, and we will not subordinate the Commission’s fiscal judgment to 
our own. Whether to subject present ratepayers to the substantial cost of 
transition to accrual accounting or to subject future ratepayers to the 
foreseeably increasing costs of cost accounting is uniquely a policy 
decision, constitutionally entrusted to the Commission, and not one that 
the courts have authority to preempt. Article 15, section 3, of the Arizona 
Constitution provides: 

The Corporation Commission shall ... make reasonable rules, 
regulations, and orders, by which Epublic service] corporations 
shall be governed in the transaction of business within the 
State, and mayprescribe the forms of contracts and the systems 
of keeping accounts to be used by such corporations in 
transacting such business. (Emphasis added.) 

We defer to the Commission’s constitutionally granted power to determine 
appropriate “systems of keeping accounts.” 
[U S West Communications, Inc. v. The Arizona Corporation 
Commission, 185 Ariz. 277,915 P.2d 12321 

It defies logic to imply that both Qwest and the ACC must blindly follow for ratemaking 

purposes the accounting policies established by the FCC when the Arizona Court of 

Appeals clearly recognizes and defers to this Commission’s constitutional authority to 

make such determinations. 

HISTORY OF ACCOUNTING METHOD CHANGES IN ARIZONA 

Q. At pages 10 through 15 of his rebuttal testimony, Mr. Grate discusses his assessment of 

the regulatory adherence to Commission Rule R14-2-510(G) during the 1980’s and 

1990’s. Referring to the period 1982-1992, he makes the following statement beginning 

at line 15 of page 10: 

My review of these cases found no evidence that an accounting method 
change incorporated as an amendment into the Uniform System of 
Accounts (USOA) was not automatically incorporated into regulatory 
accounting and ratemaking in Arizona. So far as I can discern, the 
following USOA accounting method changes were incorporated into 
Arizona regulatory accounting and ratemaking without the Company, 
Staff, RUCO or the Commission taking any action: 

, 

He then proceeds to list seven (7) accounting changes followed by a discussion of four 

additional accounting changes in the 1990’s. What is the purpose of this portion of Mr. 

Grate’s rebuttal testimony? 

UTILITECH, INC. 10 
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It appears that Mr. Grate has attempted to develop an overview of the history of the 

Commission’s consideration of accounting method changes to support his revenue 

requirement recommendations on SOP 98- 1 (Internal Use Software) and FAS 106 OPEB 

costs. 

Do you concur with Mr. Grate’s conclusion that the seven accounting method changes 

were incorporated into Arizona regulatory accounting and ratemaking without the 

Company, Staff, RUCO or the Commission taking any action? 

It is true that during the period 1982-1992, the Commission issued decisions in six (6) 

dockets involving the Company.’2 Three of those dockets were resolved by negotiated 

settlement while the remaining three were litigated. It is also true that the seven 

accounting changesI3 listed in his testimony were not discussed in the decisions he 

identifies at page 10 of his rebuttal testimony. However, this conclusion is misleading in 

its brevity. 

Why is that? 

As discussed at page 18 of my direct testimony, Docket No. E-1051-88-146 arose from a 

Commission initiated investigation of the Company’s rates and charges, which resulted in 

the issuance of a complaint against a predecessor company, US West, directing the 

Company to show cause why its rates should not be reduced. In interim Decision No. 

56363 (issued February 22, 1989), the Commission concluded that Staff had met its 

burden that a $33.4 million interim rate decrease was warranted. Subsequent to that 

interim order, the Commission issued Decision No. 56471 making the interim decrease 

permanent, with an additional $3.9 million reduction to touch tone rates, and rescinded 

Decision No. 56363 pursuant to an agreement between the Company and Staff. 

, 

l2 Grate rebuttal, page 10. 
FCC Part 32 capital to expense shift; change fiom the cash to accrual method of accounting for compensated 
absences, merit awards and medicavdental expenses; increase in capitalization rules fi-om $200-$500; increase 
in the capitalization rules fi-om $500-$2,000; adoption of FAS87 accrual method of pension accounting; June 
1992 change fi-om cash to accrual method for public telephone revenue; and March 1993 change in the method 
of accruing for billing and collection revenue. 

13 
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While Mr. Grate’s rebuttal testimony accurately portrays Docket No. E-1051-88-146 as a 

settled proceeding, it is also true that my direct testimony in that docket presented several 

issues for the Commission’s consideration, including: 

exclusion of Short-Term TPUC from rate base; 
continue PAYGO in lieu of adopting FAS 106 accrual accounting for OPEB costs; 
reverse a Company adjustment to the 1987 test year amortizing the change in 
accounting fi-om the cash method to the accrual method for compensated absences 
adopted by the FCC (effective January 1988) over a prospective ten-year 
amortization period; 
reverse the Company’s proposed three-year amortization of an asserted depreciation 
reserve deficiency and increase rate base to eliminate the Company’s prospective 
depreciation reserve adjustment; and 
reverse a portion of the Company’s pro forma adjustment to shift to expense 
previously capitalized general overhead costs associated with the implementation of 
FCC Part 32 (uniform system of accounts) that became effective January 1988. 

Did interim Decision No. 56363 address any of these issues? 

Yes. Decision No. 56363 (pages 8-9) included the following language: “The 

Commission finds that Staff has prevailed in this record on the issues of the publishing 

fee revenue reinstatement, the post-retirement medical benefits reversal, the Phoenix 

metropolitan pricing revenue adjustment, the uniform system of accounts rewrite - 

capital to expense shift, the compensated absences reversal, the corporate advertising 

disallowance, and the elimination of non-employee service concessions.” While the 

Commission ultimately approved a negotiated settlement of Docket No. E-105 1-88-146 

and rescinded Decision No. 56363, Mr. Grate’s history of Arizona regulation ignores the 

fact that this complaint proceeding was hotly contested and involved numerous issues, 

but was ultimately settled subsequent to the Commission’s issuance of an interim rate 

reduction. 

Mr. Grate also discusses four additional accounting changes that occurred in the 199O’s.l4 

Do you have any comments on that discussion? 

, 

Yes. In the context of Docket No. E-105 1-93-183 (the 1994 rate case), I filed testimony 

on behalf of Staff opposing: the inclusion of short-term TPUC in rate base; the inclusion 

of the FAS87 pension asset in rate base; and the ten-year catch-up amortization of the 

Grate rebuttal testimony, pages 1 1- 13. 14 
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2 

3 

compensated absence transition recorded by the Company during the test year. In 

Decision No. 58927, the Commission adopted Staffs recommendations on the first two 

items, but allowed recovery of the compensated absence transition amortization. 

4 

5 SOP 98-1 (Internal Use Sohare) 

6 Q. 
7 

8 
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10 

11 

12 A. 

13 

14 
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18 

19 
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21 
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27 

In rebuttal te~timony,’~ Mr. Grate lists eight accounting method changes, discusses an 

analysis he has undertaken regarding the regulatory adoption of these changes in Arizona 

(memorialized as Qwest rebuttal Exhibit PEG-R7), and concludes that Qwest was non- 

compliant with Rule R14-2-510(G) by failing to adopt SOP 98-1 in 1999.16 What was 

the origin of lists of accounting method changes appearing at pages 10-1 1 and 25-26 of 

Mr. Grate’s rebuttal testimony? 

In general terms, both lists included in Mr. Grate’s rebuttal testimony overlap with a 

similar list appearing at pages 64-65 of my direct testimony in Docket No. T-1051B-99- 

105. However, the two lists in Mr. Grate’s rebuttal are not identical nor are they identical 

with the list from my direct testimony in the last rate case. 

Would it be accurate to state that the analysis of accounting method changes set forth in 

Qwest rebuttal Exhibit PEG-R7 originated from Mr. Grate’s review of pages 64-65 of 

your testimony in the last rate case? 

Yes, at least in part. It appears that Mr. Grate claims his direct testimony on the SOP 98- 

1 issue (i.e., initially recommending adoption in the 2003 test year) was based on Qwest’s 

own accounting for SOP 98-1 costs as well as my testimony in Qwest’s last rate case.I7 

Based on my understanding of Mr. Grate’s rebuttal testimony,I8 it appears that his PEG- 

R7 analysis was undertaken as a result of my testimony fiom the last rate case, Qwest’s 

offbook accounting for SOP 98-1 and Data Request UTI 4-1 in the current case that is 

quoted at page 26 of his rebuttal testimony. 
, 

l5 

l6 

” 

Grate rebuttal testimony, pages 10-1 1 and 25-28. 
Grate rebuttal testimony, page 28. 
Grate rebuttal testimony, page 26 and Carver direct testimony, pages 64-65, Docket No. T-1051B-99-105. 
Grate rebuttal testimony, page 25. 18 
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At page 25 of his rebuttal, Mr. Grate also quotes the following phrase from my prior 

testimony indicating that the Company had “previously sought regulatory approval and 

ratemaking treatment” of accounting method changes. Since this passage from my 

testimony in the last rate case seems so central to Mr. Grate’s discussion of Arizona 

accounting method changes, I believe it is very important for the Cornmission to 

understand the full context of the testimony from which that passage was extracted. The 

following excerpt provides that context: 

Q. Do you have any information which addresses why USWC has not 
sought ACC approval to capitalize internal-use sofhvare? 

A. Yes. Data Request No. UTI 13-21(d) specifically requested 
USWC’s position regarding whether this change should be reflected 
in Arizona revenue requirements. The Company’s response to this 
portion of that discovery request is reproduced below. 

The company has not petitioned the Arizona Corporation 
Commission to adopt the software capitalization 
accounting. Since the life for the capitalized software is 
very short, the effect of this accounting on ratemaking is 
to produce a first year dip in revenue requirements 
followed by a near term turnaround of revenue 
requirements and over time, higher revenue requirements. 
Furthermore, the change from expensing of software to 
capitalization is not cash affecting, while the ratemaking 
effect would be cash affecting. Given both the short term 
revenue requirement profile and the fact that software 
capitalization is not cash affecting the Company does not 
intend to petition the Arizona Corporation Commission to 
adopt this accounting. 
[Data Request No. UTI 13-21(d)] 

Q. 

A. 

Do you have any comments on the Company’s position, as stated in the 
response to Data Request No. UTI 13-2 1 (d)? 
Yes. The Company’s “not cash affecting” position is specious. As indicated 
in the response to Data Request No. UTI 20-12(a), the phrase “not cash 
affecting’’ simply means that the change in accounting method will not result 
in any change in the amount or timing of USWC’s cash payments to fund 
s o h a r e  development and modification efforts. Further, the response to Data 
Request No. UTI 20-12(b) confirms that changes otherwise “not cash 
affecting’’ become “cash affecting’’ merely by recognizing those accounting 
changes for ratemaking purposes. 

, 

While these statements are technically true, it is important to recognize that 
this same “not cash affecting” label applies to a variety of other accounting 
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changes for which USWC has previously sought regulatory approval and 
ratemaking treatment. Such items include: 

capital to expense shifts resulting from the adoption of the 
“new” uniform system of accounts prescribed by the FCC (i.e., 
Part 32); 
change in accounting from the cash method to the accrual 
method of accounting for compensated absences, merit awards 
and medical/ dental expenses; 
increase in the capitalization rules from $200 to $500, allowing 
the expensing of qualifying “small value” assets; 
increase in the capitalization rules from $500 to $2,000, 
allowing the expensing of qualifying “small value” assets; 
adoption of revisions to depreciation accrual rates and 
depreciation reserve deficiency amortizations; 
adoption of the FAS87 accrual method of accounting for 
pension costs; and 
adoption of FAS106, which implemented a change from cash 
to accrual method of accounting for post-retirement benefits 
other than pensions. 

All of these items, but the adoption of FAS87, had the effect of initially 
increasing the rates charged US WC’s ratepayers. Although those changes 
were “not cash affecting” until included in the ratemaking process, the 
Company still sought regulatory approval and rate treatment. 

While the passage “previously sought regulatory approval and ratemaking treatment” 

does appear in my testimony filed over four years ago, I believe that Mr. Grate has taken 

that passage out of context and has attempted to deflect responsibility for Qwest’s past 

accounting decisions. 

Q. 
A. 

Why do you believe that the passage has been’ taken out of context? 

It is clear fiom the above quote that my testimony addressed Qwest’s arguments for 

recognizing SOP 98-1 in the 1999 test year. While the phrase of Mr. Grate’s focus was 

admittedly worded inartfully, the purpose was not to establish a definitive work on the 
, 

Commission’s accounting rules. Instead, the testimony was intended to highlight the fact 

that many accounting changes (i.e., typically accounting changes that caused revenue 

requirement to increase) had previously been recognized in the ratemaking process. My 

testimony in the last case sought to make the Commission aware of the fact that SOP 98- 
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1 had just the opposite effect (initially decreasing revenue requirement), which Qwest 

desired to shield from ratemaking recognition. In the correct context, the purpose of my 

testimony was to draw analogies to other accounting method changes previously 

implemented by the Company over the years. 

Q. Can you understand how the phrase “previously sought regulatory approval and 

ratemaking treatment” could be misinterpreted? 

Yes. However, when read in context, I believe that it is clear how that phrase was 

intended. Qwest Data Request 10-1 1 l9 to Staff referred to the list of accounting changes 

on pages 64-65 of my testimony in the last rate case and sought citations to the ACC 

decision or order evidencing that Qwest sought and the Commission approved these 

accounting changes, to which I responded as follows: 

A. 

Objection, this question seeks publicly available information which is as 
readily accessible to Qwest as it is to Staff. The question would appear to 
require Mr. Carver and the Staff to research the Arizona regulatory history 
of issues that were not raised in Mr. Carver’s testimony in the pending 
proceeding. Qwest is able to access publicly available information and 
research past regulatory decisions of the Commission, without imposing 
the burden to conduct such research upon the Staff. Qwest may obtain 
copies of all prior ACC decisions from the ACC Docket Control Center 
during normal business hours. 

While the unnecessary research requested by Qwest has still not been undertaken, Qwest 

failed to ask the right question, if the desire was to fully understand the purpose of my 

reference to past accounting method changes in testimony fi-om the last rate case. 

Instead, the Company should have asked: What was the source of your claim that the 

Company had previously sought regulatory approval and ratemaking treatment of the 

listed accounting method changes? 

, 

Q. How would you have answered that question? 

A. To the best of my recollection, knowledge and belief, that listing was compiled from a 

review of various ratemaking adjustments (e.g., annualization, normalization or pro 

Staffs responses to Qwest’s Tenth Set of Data Requests is attached to Mr. Grate’s rebuttal testimony as Exhibit 19 

PEG-RI 6 .  
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forma) the Company has included in its various R14-2-103 Filings over the years. While 

the Company may not have filed a formal application seeking Commission approval of 

those accounting method changes pursuant to R14-2-510(G) or any other Commission 

Rule, I do consider such ratemaking adjustments to represent a request for “regulatory 

approval and ratemaking treatment.” As is typical in rate case proceedings, there will be 

no regulatory decision or order specifically discussing or approving those adjustments, 

unless the accounting method change was presented to the Commission as a litigated 

issue or the Company specifically requested the Commission to address the accounting 

change in a formal decision or order.20 

Q. At page 26 of his rebuttal testimony, Mr. Grate states: “Relying on the Company’s 

accounting records and on Mr. Carver’s testimony, I wrongly assumed that the Company 

was required to seek the Commission’s approval before incorporating accounting method 

changes into regulatory accounting and ratemaking in Arizona.” To your knowledge, 

have you ever represented to any Arizona utility or this Commission that 14-2-5 10(G) or 

any other Commission Rule requires a regulated utility to formally seek Commission 

approval before an accounting method change can be recognized for regulatory 

accounting or ratemaking purposes in Arizona? 

No. Qwest Data Request 10-4 to Staff referred to R14-2-510(G) and asked a series of 

questions, including the following questions and answers:21 

A. 

a. Is it your position that Arizona utilities are required to seek and receive 
Arizona Corporation Commission approval to incorporate a change in 
accounting method, mandated by the Uniform System of Accounts, for 
Arizona regulatory accounting purposes? 

Response: Objection, this question calls for a legal analysis, conclusion or 
opinion. Without waiving the objection, a review of Mr. Carver’s 
testimony reveaIs that he does not cite to or rely upon A.C.C R14-2- 
5 lO(G). Mr. Carver’s testimony addresses various regulatory accounting 
issues in the context of how and when changes in accounting should be 

, 

Company sponsored pro forma adjustments for compensated absences and FCC Part 32 USOA transition costs 
in Docket No. E-1051-88-146, as discussed previously. Although that proceeding was ultimately resolved by 
negotiated settlement, the Company pro forma adjustments served as the foundation for my testimony in Docket 
No. T-105 1B-99-105 that the Company had sought regulatory and ratemaking treatment of those costs. 
Staffs responses to Qwest’s Tenth Set of Data Requests is attached to Mr. Grate’s rebuttal testimony as Exhibit 

20 

21 

PEG-R16. 
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recognized for revenue requirement purposes. Through revised responses 
to Staff discovery, Qwest appears to have relied upon a revised 
interpretation of Arizona accounting requirements to support an 
accounting convention benefiting the Company by dramatically increasing 
overall revenue requirement - an interpretation at variance with the 
position of Qwest witness Redding in Docket No. T-105 1B-99-105 and 
Qwest’s actual accounting for SOP 98-1 and FAS106 for Arizona 
regulatory reporting purposes. 

Other than requiring Qwest to maintain its books and records in 
conformity with the FCC USOA, Mr. Carver does not believe that this 
Rule addresses or is dispositive of the ratemaking treatment to be afforded 
any specific accounting change for Arizona regulatory purposes. In fact, 
Qwest has maintained an offbook accounting system for many years to 
recognize differences in jurisdictional accounting that exist between the 
FCC and the state jurisdictions in which the Company provides regulated 
telecommunications service. Further, Mr. Carver does not interpret the 
cited rule as ceding any authority to the FCC regarding accounting 
methodologies used for Arizona revenue requirement purposes. 

In the context of the above discussion, Mr. Carver does not believe 
that A.C.C R14-2-510(G) requires Arizona utilities to seek ACC approval 
prior to recognizing an FCC adopted change in accounting method for 
Arizona accounting and reporting purposes. However, Mr. Carver also 
believes that the cited Rule does not automatically adopt any FCC 
accounting change for Arizona regulatory reporting or ratemaking 
purposes. Instead, A.C.C R14-2-5 10(G) provides a common accounting 
framework as a base line for accounting purposes, thereby avoiding undue 
regulatory oversight or requiring an administratively burdensome 
accounting approval process. 

If your answer to subpart (a) of this request is yes, please identify (and 
include specific citations to) any and all provisions of the Arizona Revised 
Statues, Arizona Administrative Code andor the Arizona Corporation 
Commission order that supports your response. 

Response: Objection, this question calls for a legal analysis, conclusion or 
opinion. Without waiving the objection, Mr. Carver believes that 
ratemaking determinations of changes in accounting methodology that 
significantly impact revenue requirement are reasonably expected to be 
resolved within rate case proceedings. This belief is not predicated on any 
statutory, constitutional or rulemaking authority, but rather an 
understanding that rate case issues can, and often do, arise from 
accounting changes that have been adopted by the FCC andor have 
become GAAP. 
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Unfortunately, Mr. Grate has found it necessary to produce a “red-herring”22 of his own, 

by citing to and relying on my testimony from prior a rate case to devise an argument to 

distract attention from the real impact of the SOP 98-1 issue - Qwest desires to deny any 

revenue requirement recognition of the favorable benefit of the transition to capitalization 

accounting of internal use software pursuant to SOP 98-1. 

Do you have any final comments regarding Mr. Grate’s rebuttal testimony concerning the 

SOP 98-1 issue? 

Yes. At rebuttal page 32, Mr. Grate states: 

Adjustments B-6 and C-1 1 are premised on Mr. Carver’s erroneous belief 
that SOP 98-1 was not adopted in 1999. Staff is the only party that 
maintains this incorrect position. Nothing in the settlement agreement or 
the Commission’s order in Qwest’s last rate case provides for non- 
adoption. Moreover, it has long been the Commission’s practice to follow 
its rule and automatically incorporate into ratemaking changes in 
accounting method under the rule. Accordingly, adjustments B-6 and C-1 1 
must be rejected. 

I find this passage to be particularly offensive. Through various discovery responses and 

filed testimony,23 it has been clearly established that Qwest did not recognize SOP 98-1 

in its Arizona regulatory results of operations during calendar years 1999, 2000, 2001, 

2002 or 2003. With the waive of a magic wand, Qwest claims to have adjusted its 

regulatory books in November 2004 to retroactively recognize SOP 98-1 as if it had been 

adopted in 1999 - as I proposed should have been done in Docket No. T- 105 1 B-99- 105, 

but was opposed by Mr. Grate’s colleague (Mr. Redding) in that rate case. After 

developing this elaborate scheme to re-write history, I am very disappointed that Mr. 

Grate takes the next step alleging that my testimony and “Adjustments B-6 and C-11 are 

premised on Mr. Carver’s erroneous belief that SOP 98-1 was not adopted in 1999.” 

[emphasis added] Suffice it to say that my view of this issue could not be more different 

from the position offered by Mr. Grate. 

Mr. Grate accuses myself and RUCO witness Diaz Cortez of fashioning arguments tantamount to a “red- 
herring.” See Grate rebuttal testimony, pages 136, 138 and 140. 
See Attachment SCC-S2; Grate direct, page 58; and Carver direct, pages 51-52. 
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The question beginning at page 15, line 15 of Mr. Grate’s rebuttal testimony reads as 

follows: 

Q. MR. CARVER’S TESTIMONY [footnote omitted] ARGUES THAT IN 
THE COMPANY’S LAST RATE CASE THE COMMISSION 
ORDERED THE COMPANY TO BEGIN USING ACCRUAL 
ACCOUNTING FOR OPEBS EFFECTIVE JANUARY 1, 1999. DO 
YOU AGREE? 

Mr. Grate’s two and one-half page response begins with “No.” The omitted footnote 

referred to pages 56-71 of your direct testimony in this proceeding. Does your referenced 

testimony state or represent that “the Commission ordered the Company to begin using 

accrual accounting for OPEBs effective January 1, 1999.’’ 

No. I did not and have not represented that the Commission issued such an Order. It is 

curious that the footnote referenced in the question cites to all sixteen pages of my direct 

testimony on this issue - curious in the sense that even the Company could provide no 

pinpoint reference to any such statement in my testimony. Yet, Mr. Grate’s rebuttal 

testimony proceeds to respond to the question as if the premise were true, which it is not. 

Mr. Grate also states: “Mr. Carver argues that it was the “regulatory intent” of Staff and 

Qwest to adopt FAS 106 for ratemaking purposes, [footnote omitted] and that, therefore, 

Qwest is pretending that the Commission did not adopt FAS 106 in Qwest’s last rate 

case. I Do you have any comments? 

Yes. Although some of the line number citations in Mr. Grate’s footnote 9 are incorrect, 

it is accurate to state that my direct testimony refers to “Staffs position that it was the 

regulatory intent of the parties to adopt accrual basis accounting in Qwest’s last rate 

case.’’25 At rebuttal page 16 (line IS), Mr. Grate accurately quotes from page 61 of my 

direct testimony acknowledging that the settlement agreement and the Commission’s 

order were both silent on the transition Erom PAYGO to accrual accounting for OPEB 

costs. However, my direct testimony (pages 56-7 1) provides a detailed discussion of the 

basis for my reference to the “regulatory intent” of the parties, specifically at pages 65- 

, 

Grate rebuttal testimony, page 16 & footnote 9. 
Carver direct testimony, page 56. 
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67. I will not burden the record by duplicating that discussion and rationale in surrebuttal 

testimony. 

It is worth noting that Mr. Grate’s rebuttal testimony does not challenge my 

representation that both RUCO and Staff accepted the accrual accounting adjustment 

sponsored by Qwest witness Redding in the last rate case. He can only point to the 

settlement language and the opposition of ATT witness Gately to Qwest’s OPEB 

adjustment - both of which I clearly and openly discuss in my direct testimony. 26 Just as 

the settlement agreement was silent on FAS106, Mr. Grate aptly points out that the 

Decision No. 58927 continued PAYGO accounting for ratemaking purposes but did not 

explicitly address how the Company was to maintain its books and  record^.^' With 20/20 

hindsight, this was an unfortunate oversight, but so too was the silence in the settlement 

agreement in the last rate case (Docket No. T-1051B-99-105). 

In my view, the premise underlying the ratemaking adjustment sponsored by Mr. Grate is 

that Qwest has never recovered any FASlO6 accrual basis costs from its Arizona 

ratepayers. I disagree. If the Commission concurs with my discussion of the “regulatory 

intent’’ of the parties, then fairness and equity’ would dictate adoption of these Staff 

adjustments. 

Q. Mr. Grate also describes Qwest’s diverse regulatory accounting adopted by the states in 

which the Company operates and discusses the process it has followed to account for 

OPEB costs.28 How do you respond? 

Mr. Grate offers no new information other than what was available at the time my direct 

testimony was finalized. Mr. Grate does not contend that Qwest has maintained its 

Arizona regulatory books in strict conformance with PAYGO accounting for OPEB 

costs. Instead, he confirms that the only difference between the OPEB costs recorded on 

the Company’s Arizona records and full FAS 106 accrual accounting is the elimination of 

A. 

, 

26 

27 

28 

Carver direct testimony, pages 64-67. 
Grate rebuttal testimony, page 19. 
Grate rebuttal testimony, pages 19-21 & Exhibit PEG-R8. 
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the TBO amortization - consistent with representations set forth at page 70 of my direct 

testimony. 

RATEMAKING METHODS 

Beginning at page 33, Mr. Grate dedicates 30 pages of his rebuttal testimony to a general 

discussion of ratemaking methods and addresses five adjustments sponsored by Staff or 

RUCO. 

Arizona. Such clarity seems to be lacking at present.” How do you respond? 

Mr. Brosch and I, as well as other firm members, have participated in the Arizona 

regulatory process as consultants to the ACC Staff or RUCO since the 1980’s. During 

that time, I have not reviewed or otherwise been presented with any explicit practices, 

policies, or guidelines governing Arizona ratemaking methods. However, I do not recall 

having ever seen such “practices7’ in any of the State jurisdictions in which I have 

participated in the regulatory process. Nevertheless, the absence of any specific 

practices, policies, or guidelines does not mean that the Commission or its Staff have 

acted in an arbitrary or cavalier manner in their approach to quantifying overall revenue 

requirement in utility rate cases. The tenor of Mr. Grate’s rebuttal testimony regarding 

the lack of “clarity” seems to imply otherwise. If that was the intent of Qwest through 

Mr. Grate’s rebuttal testimony, I believe that such an assertion is as inaccurate as it is 

untrue. 

Mr. Grate states: “Parties need to be clear about the ratemaking methods in 

While I have participated in a few generic or rulemaking proceedings over the years, it 

has been my experience that regulators typically do not predetermine specific ratemaking 

methodologies, practices or approaches. I recognize that the FCC has taken this route, 

but the regulatory responsibilities of this Commission are not restricted to one industry. 

Typically, regulatory agencies like this Commission are required to base their rate case 

decisions on the evidence presented by the parties in each rate case. If the Commission 

were to provide the clarity that Mr. Grate claims is lacking, I have been advised by 

Counsel that such an undertaking would likely take the form of an extensive multi- 

industry rulemaking proceeding that could take years to notice, receive comments or 

, 

testimony, hold hearings and issue final rules. In the absence of an extensive rulemaking 
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process, I would anticipate an uproar from individual utilities still under traditional 

regulation, who are typically allowed to present whatever issues they feel are appropriate 

in support of a requested rate increase. 

It is not correct to imply that there is absolutely no guidance. While maybe not in a form 

perfectly acceptable to Mr. Grate, the primary form of guidance exists in past ratemaking 

decisions of the Commission. In any event, the Commission’s decision in a particular 

rate case must be based on the unique facts, circumstances and evidence of that case. 

At rebuttal page 34, Mr. Grate quotes from two Commission rules2’ referring to rate base, 

implying a conflict between those rules, then stating: “The use of an end-of-period rate 

base instead of the rate base during the test year gives rise to two ratemaking 

methodology issues most states don’t have.” How do you comment? 

First, I do not believe that there is any inherent inconsistency in those rules. One merely 

specifies the use of an historic test year that, by definition, covers a twelve month period. 

The other prescribes that rate base should be valued at year-end levels and a brief 

description of what is in~ludable.~’ 

Second, in the State jurisdictions in which Utilitech provides regulatory consulting, many 

of those jurisdictions (e.g., Ariziona, Indiana, Kansas, Missouri, Oklahoma, Nevada) 

employ an end-qf-period rate base. So, the ratemaking methodology issue about which 

Mr. Grate complains is not as uncommon as he implies. Mr. Grate then proceeds to 

discuss what he characterizes as a “ratemaking method issue” that focuses on matching, 

or mismatching, that can arise from use of end-of-period rate base and operating 

income. 31 

, 

Mr. Grate states: 

I do not believe the Commission should assume that any one methodology 
is superior to the others or that it should prescribe any particular 

29 A.A.C. R14-2-103(A)(3)(p) and R14-2-103(A)(3)(h). 

31  
R14-2-103(A)(3)(h) also requires property to be “used and useful” which, by definition, TPUC is not. 
Grate rebuttal testimony, pages 34-37. 

30 
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methodology. I am suggesting that the Commission instruct parties to use 
a single annualization methodology applied consistently to all significant 
elements of operating 

Do you agree? 

No. Mr. Grate appears to be suggesting that the Commission should instruct the parties 

in a rate case to develop and blindly apply a single mathematical or formulistic technique 

A. 

to each and every “significant” element of the income statement. If the selected methods 

are defective by design or fail to assess true cause and effect relationships, the best thing 

that can be said is that the method was consistently wrong or only wrong on certain 

“significant” elements of operating income. 

In the current proceeding, Mr. Grate chose to employ a linear regression technique 

applied to the 36-month period ending December 2003?3 Mr. Grate’s technique 

employed 19 different variables as potential drivers for the individual revenue and 

expense accounts. However, he was not surprised to find that the regression revealed that 

none of the drivers were correlated to changes in expense accounts over time, concluding 

that “[mlany business expenses are not particularly sensitive to changes in business 

volumes within a relevant range.”34 

Q. Are you surprised that Mr. Grate’s study revealed no correlation between changes in 

expense levels and changes in business volume? 

No. In fact, I would have been surprised if any correlation between changes in business 

volume and changes in expense levels by FCC account had been identified. There is a 

common thread to the revenues and expenses recorded by any company, whether 

regulated or not - that is, quantity and price/cost. Revenues are driven by the price 

charged for the good or service provided to customers and the number of units sold. The 

sales units could be minutes of use, access lines provided, number of access lines 

subscribing to an enhanced service, etc. 

A. 

, 

32 Grate rebuttal testimony, page 36. 
Grate direct testimony, pages 76-78. 
Grate direct testimony, pages 83-84. 

33 

34 
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Similarly, expenses are also driven by quantities and price. However, the quantities and 

prices that drive expenses are different fiom revenues. With regard to salary and wage 

expense, there are several quantity drivers: number of employees, number of hours/ 

days/ weeks worked, work requirements in relation to available employees, the number of 

overtime hours worked, etc. Over time, wage and salary pay rates tend to increase based 

on bargaining unit agreements or other competitive considerations. However, increases 

in rates of pay may be partially offset by reorganization, downsizing and restructuring 

plans that tend to target productivity improvements and change the mix of employee 

compensation rates. 

Postage expense can be largely driven by the number (quantity) of customer billings and 

the ability to consolidate or minimize the number of mailings to each customer. Changes 

in postage rates are obviously outside the control of the company, but nevertheless 

represent a key element of recorded postage expense. 

Non-labor repair and maintenance expenses can be influenced by any number of factors. 

Success with past maintenance work, normal changes or significant fluctuations in 

weather conditions, and age of facilities can contribute to the need to patch, repair or test 

facilities. The extent of the maintenance work drives the quantity component of the non- 

labor expense. The prices charged by vendors, quantity discounts and competitive 

bidding can all influence the price for the consumable materials used by repair and 

maintenance crews. 

Changes in overall employee levels or revisions to company policies and practices can 

affect the number of authorized periodical subscriptions or professional and recreational 

memberships. The magazine/ newspaper prices and membership dues are set by the 

provider, but still factor into the expense level recorded by the company. 
, 

Medical and dental expenses are also driven by their own unique set of facts and 

circumstances. Changes in employee levels can influence the overall costs charged by 

the providers. The offering of various provider options (PPO, HMO, etc.) and employee 
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participation rates can impact the quantity component. Changes in employee 

copayments, deductibles and coverage levels can impact both the per unit charge from the 

provider and the company’s out of pocket cost. 

These items represent but a few high level examples of the tension between quantities 

and prices that underlie many of the expenses recorded by a company. In the typical 

ratemaking process, an annualization or normalization adjustment could be presented for 

any identifiable changes in quantities or prices that afe known, measurable and material 

to the Company’s operations. Under Mr. Grate’s formulistic approach, many of the more 

typical rate case adjustments might never be made, as Mr. Grate’s unique technical 

method might not identify a correlation sufficient to support an adjustment. 

At page 36 of his rebuttal, Mr. Grate refers to “Qwest’s comprehensive annualization of 

test period operating income.’’ Referring to page 40 of his rebuttal, Mr. Grate states: 

“My disagreement with adjustment C-16 is that it is not based on a methodology used 

consistently and uniformly.” Do you care to comment on this concept of consistency? 

Yes. Again, Mr. Grate would have this Commission blindly endorse and adopt a 

common approach for the sake of consistency and ignore known and measurable 

changes. What is curious about this proposal is that the Company has been consistently 

inconsistent in its annualization approach since at least the 1994 rate case. 

0 Docket No. E-1051-93-183: USWC witness Jerrold Thompson, then Director - 
Regulatory Finance, sponsored the Company’s overall revenue requirement. Mr. 
Thompson’s direct testimony addressed the approach used to quantify the requested 
rate relief, the components of the ratemaking equation, test year selection and the 
approach to test year annualization adjustments. In that case, Mr. Thompson 
supported the following annualization methodologies applied to the test year ended 
March 1993:35 

o Operating revenues were annualized “at test year end levels by taking the first 
quarter of 1993 levels and multiplying those levels by four.’’ Mr. Thompson 
also analyzed revenue trends for the last three years and concluded that this 
approach produced reasonable results. March 1993 revenues were not used 
for annualization, because his analysis suggested some seasonal and monthly 
volume activity that did not meet his goals of “internal consistency, 
comparability and representation of ongoing financial conditions.” 

I 

35 USWC witness Jerrold Thompson direct testimony, pages 45-46 & 49. 
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Wages, salaries, employee taxes and benefits were calculated at the level of 
employees as of March 3 1 , 1993. 
Plant related expenses (i-e., depreciation and property taxes) were annualized 
based on the March 3 1,1993 plant balances. 
Management and non-management wage increases were annualized to reflect 
the wage change the Company was obligated to make in 1993. This 
adjustment was based on “end of period employee levels, to provide an 
internally consistent, comparable and representative test year.” 

Docket No. T-1051B-99-105: USWC witness George Redding, then Director - 
Regulatory Finance, sponsored the Company’s overall revenue requirement in his 
supplemental direct testimony, based on a calendar 1999 test year. Mr. Redding’s 
supplemental testimony also sponsored the overall revenue requirement and 
described the Company’s approach to test year annualization adjustments. In that 
proceeding, Mr. Redding discussed the following annualization approach:36 
o Revenues, wage and non-wage related expenses and taxes were generally 

annualized by multiplying the last month of the test year by twelve. 
o December 1999 amounts were analyzed to remove one-time or unusual 

transactions. The adjusted amounts for December 1999 were compared to a 
trend of recent months to test for reasonableness prior to annualization. 

o An alternative annualization method was used for wage related expenses, as 
the December normalized amount was not in alignment with the months of 
October 1999 through February 2000. After further modifying the adjusted 
December amount for customer operations, the adjusted December amount 
was annualized using a similar “times twelve” multiplier. 

o Pro forma adjustments were made to reflect the new depreciation rates 
ordered by the Commission, wage and salary increases expected to occur 
within twelve months following the test year, and accrual accounting for 
FASlO6 OPEB costs. 

As discussed previously, Mr. Grate employed a linear regression technique applied to the 

36-month period ending December 2003, using 19 different variables as potential drivers 

for the individual revenue and expense accounts.37 

Q. In each of these proceedings, do you believe that Staff has consistently applied the known 

and measurable concept, seeking to match both prices and quantities at or near test year- 

end? 

Yes. I believe that Utilitech, on behalf of Staff, has sought to consistently annualize 

known and measurable changes in these proceedings. I would note, however, that it 

, 

A. 

USWC witness George Redding supplemental direct testimony, pages 5-9. 
Grate direct testimony, pages 76-78. 

36 

37 
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appears Mr. Grate and I disagree on the meaning and application of the consistency 

concept. 

Year-End Wage & Salary Annualization 

Q. Mr. Grate states: 

My disagreement with adjustment C-16 is that it is not based on a 
methodology used consistently and uniformly. Instead, it singles out just 
seven EXTCs and adjusts just those seven. It fails to consider whether 
significant changes might also be occurring in the other 446 active EXTCs 
to which the Company records expenses and whether those changes might 
offset the changes in the seven that Mr. Carver singles out for adjustment. 
In the colloquial vernacular of ratemaking, adjustment C-16 is “sharp- 
shooting” the revenue requirement. 

Do you agree? 

A. Certain elements of Mr. Grate’s cited testimony are accurate, but I strongly disagree with 

his criticism and conclusion. In direct testimony:’ I discuss Staff Adjustment (2-16, 

which revises test year basic wages and salaries to consistently recognize ongoing 

Arizona employee counts with the effective salary levels and wage rates at test year-end. 

The only Company adjustment to test year payroll expense (PFN-05) was limited to 

annualizing the effect of certain pay increases granted in the first quarter of 2003. In 

contrast to Mr. Grate, I believe that it is clearly inappropriate to recognize an 

annualization adjustment for wage rate levels (prices) that increase during the test year 

and ignore Qwest’s downward trend in employee stafling levels (quantities) that occurred 

during the test year. 

As noted in Footnote (a) on Staff Adjustment C-16, Staffs payroll annualization 

adjustment was limited to basic wages and salaries, including the seven EXTC’s set forth 

on page 40 of Mr. Grate’s rebuttal testimony, plus related benefit loadings. However, 

Mr. Grate claims that all expense related EXTCs must be consistently annualized or 

normalized just in case there might be offsetting changes, regardless of any identified 

need for an adjustment. I disagree. 

, 

Carver direct testimony, pages 3 38 
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Prior to preparing Staff Adjustment C-16, I reviewed Company supplied data from a 

variety of sources, including: Mr. Grate’s direct testimony, Qwest’s ratemaking 

adjustments, employee headcount data, expense data for all salary and wage EXTCs, as 

well as all non-labor EXTC information (e.g., benefits, rents, etc.). During this review, I 

made several observations specifically concerning salary and wage data, including: 

o Qwest Adjustment PFN-05 represents the sole Company adjustment relating to test 
year wages and salaries. This adjustment increases expense by recognizing a March 
2003 management wage rate increase (prices) and related payroll taxes in isolation, 
ignoring headcount declines (volumes) that more than offset the wage increase. 

o Although Qwest would have the Commission focus its attention solely on monthly 
headcount data during the 2003 test year,39 the Company has dramatically reduced its 
employee level during the 36-month period ending December 2003, but for the 
aberration that occurred in late 2003 .40 

o Although Mr. Grate’s direct testimony (page 92) and Qwest’s response to Data 
Request UTI 8-42 focused on the poor R-Squared (0.1697 revised) resulting from 
restricting the regression analysis of employee counts to the 12-months of the test 
year, a similar regression analysis for the 36-months ended December 2003 yielded a 
statistically significant R-Squared of 0.866 1 , showing a strong correlation between 
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o Basic wages and salaries result from three primary elements: rates of pay (monthly 
wage or hourly rate), time worked (days, months or hours), and number of 
employees. Over time, the rates of pay for employees have increased, while the 
number of employees has decreased. Staff Adjustment C- 16 consistently recognizes 
changes in both rates of pay (price) and number of employees (quantity). 

o Contrary to Mr. Grate’s assertion, wage and salary data for EXTCs other than “basic” 
wages and salaries were also reviewed, including but not limited to the information 
supplied in the confidential response to Data Request UTI 9-4. Based on the review 
of wage and salary data during the period 2001-2003, I reached the following 
conclusions regarding test year compensation levels: overtime/ premium pay 
(EXTCs 121 & 122) and special payments (EXTCs 191, 194, 195, 197, 19B & 19E) 
were not unreasonable; 01s hours paid-not worked-per CWA contract (EXTC 123) 
was immaterial; and incentive compensation costs (EXTCs 19C, 19D, 193 & 199) did 
not require any annualization treatment, but were separately adjusted (Staff 

Grate direct testimony, page 92 & Exhibit PEG-D6. 
This historical trend is shown in the confidential chart appearing at page 33 of my direct testimony and not 
refuted by Mr. Grate. 
Carver direct testimony, pages 3 1-34. 
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Adjustment C- 17). 

Mr. Grate discusses the 36-month regression analyses performed by Qwest on 
individual revenue and expense accounts to identify appropriate trend-related cost 
drivers and quantify any pro forma normalizing adjustments necessary to test year 
operating results!2 Mr. Grate also indicates that he was not surprised that the 
correlation matrix revealed possible revenue drivers but no expense drivers.43 I 
reviewed the regression analyses provided in Qwest’s confidential responses to Data 
Request UTI 2-3 (36 months ended December 2003) and Data Request UTI 8-42 (12 
test year months) and concurred with Mr. Grate that neither analysis revealed any 
trend-related expense drivers. 

Qwest’s R14-2-103 Filing (revised 1 1/04) contains 29 adjustments that impact 
revenue requirement of which 21 include components that adjust operating expense - 
in spite of the absence of cost drivers resulting from the regression analyses. 

Regardless of regression results, I believe that the calculation of overall revenue 

Additionally, both Staff and the Company have sponsored payroll annualization 
adjustments in prior cases that addressed wage rates and employee levels. Staffs 
methodology in this proceeding is patterned after work done in prior cases. For 
example, see my direct testimony (pages 32-38) and Staff Adjustment C-1 1 in Docket 
NO. T- 105 1B-99-105. 

requirement should recognize identifiable and quantifiable adjustments to test year 

revenues, expenses and rate base - regardless whether the results of any regression or 

other formulistic analyses identify expense drivers. Staff Adjustment C-16 falls into that 

area, where both price (wage/ salary rates) and quantities (headcounts) should be 

annualized at test year-end levels. 

Beginning at the bottom of page 40 of his rebuttal testimony, Mr. Grate states that you 

failed to “consider whether significant changes might also be occurring in the other 446 

active EXTCs ... and whether those changes might offset the changes in the seven that , 

Mr. Carver singles out for adjustment.” Could you elaborate on your earlier statement 

about having reviewed charges to other non-labor EXTCs? 

42 

43 
Grate direct testimony, pages 76-9 1. 
Grate direct testimony, pages 84-85. 
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Yes. In response to Data Requests Qwest 11-3 and/or 11-7, I provided a copy of my 

analysis of costs charged to 39 benefits EXTCs during calendar years 2001, 2002 and 

2003. While I did not use Mr. Grate’s regression methodology, I did observe that the 

increase in total benefits expense during this three-year period was primarily driven by 

OPEBPRB costs. After removing the OPEBPRB and pension EXTCs from the data set, 

the remaining benefit costs declined during the three year period. 

Were you at all concerned total benefit costs, including pension and OPEB costs, had 

increased during this period? 

No. The amount of negative pension costs recorded by Qwest during the test year had 

declined in relation to the prior two years, causing test year levels to produce a higher 

revenue requirement. In addition, the amount of OPEB costs were separately adjusted by 

both Qwest and Staff, although we disagree on the amount of the TBO amortization. 

Earlier, you discussed the other labor-related EXTCs that were not considered in Staff 

Adjustment C-16 and the benefits-related EXTCs. Are there other EXTCs that do not fall 

within these two categories? 

Yes. I also provided Qwest with a copy of a similar analysis of the charges to 163 non- 

labor/ non-benefits EXTCs, in response to Data Requests Qwest 11-3 and/or 11-7. 

Although the total charges to these EXTCs between 2002 and 2003 did increase, the 

entire increase was attributable to corporate charges flowing through a single EXTC. 

After removing this one EXTC from the comparison, the charges to the remaining 162 

EXTCs actual declined between 2002 and 2003. 

You have thus far identified 20 labor related EXTCs, 39 benefits EXTCs and 163 non- 

labodnon-benefit EXTCs. That accounts for 222 EXTCs. At page 41 of his rebuttal 

testimony, Mr. Grate refers to “the 446 active EXTCs to which the Company records 

expenses.. .” What happened to the rest of the EXTCs? 

I do not know. Staff Data Request UTI 2-23 requested a copy of the Company’s monthly 

expense matrix for calendar years 2001-2003 by EXTC and by FCC account. In 

, 
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response, Qwest provided three confidential attachments in the form of extremely large 

Excel workbooks that contained monthly expenses by EXTC by FCC account and by 

matrix category (ie., benefits, depreciation & amortization, rents, salaries, other, etc.). 

My analyses focused on sorting the tens of thousands of lines of data Qwest supplied by 

EXTC and by matrix category for only the FCC expense accounts. At first, I expected 

the total number of non-labor EXTCs included in my review to match Mr. Grate’s 446 

EXTC count, since his rebuttal testimony seems to characterize that number as related to 

only expense accounts. However, our counts clearly do not tie. Presuming that Qwest 

provided all of the data requested in response to Data Request UTI 2-23, I am left to 

wonder whether Mr. Grate’s EXTC count might also include non-operating expense 

accounts. 

Q. Turning to page 41 of Mr. Grate’s rebuttal testimony, he refers to your use of regression 

analysis to develop year-end headcounts that represents 374 less employees than the 

average of the last three test year months and lower than the actual level during any 

month of the 36-month regression period. How do you respond to this criticism? 

Quite frankly, I am a little surprised by the criticism. The confidential chart appearing at 

page 33 of my direct testimony clearly shows the actual monthly headcounts and the 

results of the regression fit.44 By definition, if the data points in the time series are 

decreasing, the slope of the regression trend line will be downward, as shown on the 

confidential chart. What Mr. Grate seems to overlook is the impact of the very data that 

caused me to use the linear regression technique to begin with!’ As more clearly 

illustrated by the reproduction of Mr. Grate’s test year headcount chart on page 32 of my 

A. 

direct testimony, there is an aberrational “uptick” in equivalent headcounts in late 2003. 

Because of this year-end aberration, it is not at all surprising that the regression produced 

lower headcounts than the average of the last three months. , 

Notably, I employed the 36-month regression analysis for the sole purpose of removing 

In order to avoid reintroducing the same confidential chart in rebuttal testimony, please refer to page 33 of Mr. 
Carver’s direct testimony. 
Carver direct testimony, pages 32-34. 

44 

45 
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the aberration in Arizona equivalent employee levels that occurred in late 2003 and 

smoothing other fluctuations in employee headcount data. The chart on page 33 of my 

direct testimony merely shows the closeness of the regression “fit” in a visual chart that is 

indicated by the statistically significant 0.8661 R-Squared. It leaves me to wonder if Mr. 

Grate’s acceptance of the regression methodology turns on whether he likes the result. 

In any event, Staff Adjustment C-16 does not otherwise use trend analysis to annualize 

basic salary and wage dollars. To my knowledge, neither Staff nor Qwest annualized any 

operating expenses based on regression or trend analyses 

11 Q. At rebuttal page 41, Mr. Grate also states: 

12 Using this statistically derived change in equivalent employee counts he 
13 computed his downward adjustment in wage and salary expense. 

’ ’  14 However, he failed to first establish that changes in employee counts are a ’ 15 statistically reliable indicator of overall expense levels. 
16 How do your respond? 

17 A. 

l8 
19 

I 

, j  
There are several comments to be made. First, I did not use equivalent headcounts to 

annualize any non-labor related expenses. Had I done so, I could understand and 

appreciate the concern that I had failed to establish that employee counts were a 

statistically reliable indicator of those expenses - but, that is not the case. 

22 

23 

24 

I 25 

Second, I did establish that headcounts were a statistically reliable indicator of those 

labor EXTCs that comprise basic wages and salaries. Over the same 36-month period, I 

prepared a regression analysis that resulted in a 0.5708 R-Squared and 6.72 T score, both 

of which exceed the 0.5000 R-Squared and 1.96 T score levels Qwest found acceptable?6 

26 c 

27 Q. Mr. Grate also compares your headcount regression results with Mr. Brosch’s approach 

to Staff Adjustments C-4 and C-5 and claims that the two of you are inconsistent. He 

further claims that, had you been consistent with Mr. Brosch in this regard, Staff 
, 28 
I 

29 

Grate direct testimony, page 86, and Qwest response to RUCO Data Request 3-8. 46 
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Adjustment C-16 “would have yielded an adjustment of less than a tenth of a million 

instead of $12.5 million.”47 Do you have any comments on this rebuttal? 

Yes. I disagree with Mi-. Grate. He implies that Mr. Brosch and I went about our work 

on this project in separate universes, never meeting or discussing theory, application or 

approaches to our work. Such a claim, if intended, is simply untrue. Mr. Brosch and I 

discussed Qwest’s regression analysis on multiple occasions, including the Company’s 

revisions to its revenue regression results based on concerns raised by Mr. Brosch as well 

as the aberration in employee headcounts that occurred in late 2003. After much 

discussion and coordination, we both agreed that Mr. Brosch’s concerns (as duly noted 

by Mr. Grate) with the revenue data was distinguishable from the headcount data. It is 

my understanding through the discussions with Mr. Brosch that the headcount trend and 

the aberration occurring in late 2003 does not exist in the data underlying the two revenue 

categories about which Mr. Grate complains. 

Also, at rebuttal page 43, Mr. Grate states: “I am attaching Qwest Corporation-Exhibit 

PEG R9 to show the corrected calculation of Adjustment C-16, which the Commission 

should use should it choose, against my recommendation, to annualize year-end wage and 

salaries on the basis of equivalent employee counts.” Have you reviewed Exhibit PEG- 

R9? 

Yes. In the context of Mr. Grate’s claim, Exhibit PEG-R9 is flawed in two respects. 

First, it appears to employ the same headcounts that were used in the quantification of 

Staff Adjustment C-16. Whatever revisions Qwest has made on lines 1-16 of PEG-R9 

have an imperceptible impact on the net intrastate expense adjustment, when compared to 

Staff Adjustment C-16. 

Second, the only material change that I can discern between PEG-R9 and Staff 

Adjustment C-16 is the fact that Qwest included overtime pay in quantifying the average 

occupational pay per employee on lines 18-21. As such, Qwest’s revised annualization is 

not limited to basic pay, but also includes overtime pay. Consequently, the quantification 

of the adjustment amount should compare the “annualized” level of regular pay and 

, 

Grate rebuttal testimony, pages 42-43. 41 
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1 

- 1  2 

3 

overtime pay to the test year amount of both regular pay and overtime pay. But, Qwest 

failed to increase the test year regular pay on line 25 by the amount of test year overtime 

pay in quantifying the revised adjustment, thereby significantly overstating the amounts 

on lines 26-33. 

~ r :  

$ 1  

9 6  If the Commission were to adopt Qwest’s alleged correction of the overtime omission, 
i 

‘ 7  

8 

9 

10 

11 

the amount of test year pay of $265.2 million on line 25 of PEG-R9 would need to be 

increased by about $33.5 million. Instead of a payroll increase of $14.1 million (before 

allocation and benefit loading) on line 26 of Mr. Grate’s exhibit, the correct adjustment 

should be about $(19.3) million (before allocation and benefit loading) - a larger expense 

reduction than the comparable amount proposed by Staff Adjustment C- 16. 

’ \  

; I  

‘1 12 
i. .i 

13 Q. Do you have any further comments regarding Mr. Grate’s allegation of inconsistency and 

‘ 1  14 Staffs piecemeal ratemaking adjustments at pages 43-48 of his rebuttal testimony? 

No. In one form or fashion, I have already addressed most, if not all, of the allegations 

made in this portion of his rebuttal testimony. I consider his criticisms to be unfounded 

1 

15 A. 

16 

17 and without merit. 

‘ : I  18 

19 

.I 20 Q. 

21 

22 

23 

24 
25 
26 
27 
28 
29 
30 
31 

Pro Forma Depreciation & Reserve Adiustments 
d ?  

Mr. Grate dedicates eleven pages of his rebuttal testimony to the discussion of Staff 

Adjustments B-7 and C-22, concerning depreciation reserve and depreciation expense!’ 

With regard to Staff Adjustment B-7, reversing the Company’s proposed depreciation 

reserve adjustment, Mr. Grate states, in part:49 

L 

L - .  

Mr. Carver’s argument is tautological. It never explains why 1) a pro 
forma adjustment to test year expenses (to reflect the effect of reducing 
depreciation rates well after the end of the test year) does not distort the 
test year but 2) an adjustment to test year rate base for the that same 
depreciation rate reduction does. Mr. Carver has simply decided that the 
rate base effect of post-test-year changes is to be ignored while the 
expense effect of those changes is not. 

“ 

49 
Grate rebuttal testimony, pages 5 1-6 1. 
Grate rebuttal testimony, pages 52-53. 
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5 
6 
7 L. 

When depreciation rates are reduced sometime after the 2003 test year 
(probably sometime in 2005), the reduced accruals to depreciation expense 
(which is included in operating income) will cause a corresponding 
reduction in accruals to the accumulated depreciation expense account 
(which is included in rate base). Recognizing one of these effects but not 
the other distorts the test year. Failing to match the rate base effects of a 
post test year change with the operating income effects of that change does 
not avoid a mismatch, it creates one. It does not avoid test year distortion, 
it is test year distortion. It is a failure to synchronize the operating income 
effect with the rate base effects of a pro forma post-test-year change. 

Do you agree? 
i 

f 12 A. No. I strongly disagree with Mr. Grate’s characterization of my adjustment as “simply 

[deciding] that the rate base effect of post-test-year changes is to be ignored while the 

expense effect of those changes is not.’’ Qwest’s implication is that Staff Adjustment B-7 

was made in a vacuum, which is inaccurate and misleading. Mr. Grate’s criticism failed 

to acknowledge the following text appearing on page 26 of my direct testimony, which 

further explains the rationale supporting the need for Staff Adjustment B-7: 

13 

14 

r :  17 

18 
19 

I 20 
21 

‘ I  

, 6  

22 
r] 23 
‘ 24 

Qwest’s update also included a rate base adjustment recognizing a pro 
forma depreciation reserve and deferred income tax reserve effect 
attributed to the decrease in depreciation expense associated with the 
Company’s proposed technical update. Because Owest will not 
commence booking any rate base effect associated with revised 
depreciation rates the Commission might approve until well beyond the 
2003 test year, Staff Adiustment B-7 excludes the pro forma effect of any 
capital recovery adjustment from rate base (Le., accumulated depreciation 
reserve and accumulated deferred income tax reserve). 
[Emphasis Added] 

-29 
30 

Stated more simply, the components of rate base generally represent recorded balances 

obtained from the Company’s balance sheet at test year-end, with the exception of lead 

lag study valuations of cash working capital. While there are circumstances that require 

further adjustments to those year-end balances (e.g., disallowances, corrections, 

normalizations, etc.), post-test year adjustments to a historic rate base are typically 

limited to discrete known and measurable events that materially impact utility operations 

or represent one of the primary factors contributing to the filing of a rate case, such as 

completed construction projects or asset sales that are matched with related revenue 

gains, improved efficiencies, added costs or cost reductions. Each such situation is 

different and must be evaluated in the context of its unique facts and circumstances. 

34 

35 

36 

37 

38 
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However, this is not the situation with regard to Qwest’s proposed depreciation reserve 

adjustment. It is impossible for the full annual effect of any prospective change in ACC- 

authorized depreciation accrual rates to impact year-end 2003 historical depreciation 

reserve balances unless the Commission orders those rates to become effective January 1, 

2003 and directs the Company to record the effect of any authorized depreciation rate 

change retroactive to that date. I have not seen any recommendation by Company or 

Staff witnesses recommending such retroactive accounting. 

Mr. Grate alleges that “Failing to match the rate base effects of a post test year change 

with the operating income effects of that change does not avoid a mismatch, it creates 

one.” I disagree. Contrary to assertions otherwise, it is not uncommon for depreciation 

rate changes to be proposed in the context of a filed rate case or a docket involving 

review of overall revenue requirement. While a separate depreciation docket may be a 

preferred and convenient approach to consider and implement such changes, a separate 

docket is not solely or uniformly applied. 

In order to implement changes in depreciation accrual rates proposed within the context 

of a pending revenue requirement investigation, a pro forma adjustment to depreciation 

expense must be recognized in the quantification of overall revenue requirement. 

Otherwise, any change in book depreciation rates would not be reflected in cost of 

service until the next rate case, which could be years later. If the utility is allowed to 

commence recording the newly authorized book rates, but those rates are not considered 

in the determination of overall revenue requirement, the utility could subsequently over- 

earn (if depreciation rates are decreased) or under-earn (if depreciation rates are 

increased) its authorized return, all else remaining constant. 

In contrast, a rate base depreciation reserve adjustment is only appropriate if the regulator 

orders the subject utility to retroactively record the new depreciation rates to the first day 

of the historic test year. Otherwise, Mr. Grate’s consistency argument really becomes an 

inconsistency argument - a situation Staffs proposal avoids, 

, 
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Q. In your experience, is it common for regulators to order a utility to retroactively record 

new book depreciation rates, authorized in a revenue requirement docket, effective with 
the first day of the historic test year? 

A. No. In my experience with historic test year jurisdictions, regulators typically authorize 

any new book depreciation rates to become effective with the effective date of the rate 

order or some other post test-year date that might be convenient for the utility. In a 

forecast test year environment, a depreciation reserve adjustment similar to that proposed 

by Qwest may be appropriate if the new depreciation rates were to become effective on 

or before the start of the forecast year. However, forecast test years often require an 

average rate base, which would impact the depreciation reserve adjustment calculation. 

Interestingly, Mr. Grate seems to agree that the Commission will not retroactively 

implement any revised book depreciation rates effective January 1,2003 : 

However, I do not now anticipate the Commission reaching back more 
than two years to January 1, 1993 to change retroactively the Company’s 
depreciation rates. Instead, I anticipate the Commission making the new 
depreciation rates effective when the rest of its Decision becomes effective 
which is likely to be some time after it is issued. If I am correct, then the 
argument in the preceding paragraph supports approving Staff Adjustment 
~ - 2 2 . ~ ~  

Q. Mr. Grate also dedicates several pages of his rebuttal testimony to a discussion of 

Arizona history associated with the depreciation reserve rate base adjustment dating back 

into the early to mid 1980’~.’~ At page 57 of his rebuttal testimony, Mr. Grate concludes 

that Staff Adjustment B-7 should be rejected in light of “the careful reasoning of the 

Staff and Commission” in the rate case dockets processed in the 1980’s; no discussion of 

the absence of a rate base adjustment in the 1994 rate case; and “the lack of a persuasive 

argument in Mr. Carver’s testimony opposing it”. How do you respond? , 

A. I have reviewed Mr. Grate’s rebuttal testimony, Qwest’s discovery responses (Data 

Request UTI 15-17(c) and RUCO Data Request 4-1), and the relevant portions of the 

50 

51 
Grate rebuttal testimony, page 6 1. 
Grate rebuttal testimony, pages 54-57, and Exhibit PEG-R1 1 ,  consisting of Qwest’s 29-page response to RUCO 
Data Request 4-1. 

UTILITECH, INC. 38 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 Q. 

26 

27 
28 
29 
30 

T-01051 B-03-0454 & T-00000D-00-0672 
Surrebuttal Testimony of Steven C. Carver 

ACC orders (Decision No. 53849, Docket No. E-1051-83-035 and Decision No. 54843, 

Docket No. E-1051-84-100) issued in the 1980’s. The Commission did agree with the 

depreciation reserve adjustment proposed by the Staff witnesses; but this was over twenty 

years ago. However, with all due respect to the witnesses sponsoring Staffs testimony 

and the Commission’s past findings over twenty years ago, I do not concur with and have 

consistently opposed that approach, regardless of the rate base impact (i.e., increasing or 

decreasing rate base). 

In past Arizona proceedings, I have presented rate base adjustments similar to Staff 

Adjustment B-7 either removing post-test year depreciation reserve adjustments, similar 

to Qwest’s recommendation in the current proceeding, or recognizing actual depreciation 

reserve balances at test year-end. I have also sponsored similar adjustments in prior 

Arizona rate proceedings involving Qwest’s predecessor company (ACC Docket Nos. E- 

105 1-8 8- 146 and T- 105 l B-99- 105). Although both proceedings were ultimately resolved 

by negotiated settlement, these adjustment recommendations were consistent with my 

current testimony, but had the affect of increasing overall rate base because the 

Company’s reserve adjustments in those Dockets decreased rate base. 

Prior to finalizing my testimony on this issue in the current proceeding, Utilitech 

confirmed that Staff Adjustment B-7 was consistent with current ACC Staff policy and 

practice. Contrary to Mr. Grate’s assertion, I believe that Staff Adjustment B-7 is 

necessary, represents proper ratemaking treatment and avoids the distortion Qwest 

proposes to introduce into the ratemaking equation. 

Mr. Grate’s rebuttal testimony also makes the following observation in the context of the 

Company’s 1994 rate case: 

Neither the Company nor Staff proposed a pro forma adjustment to rate 
base to reflect the effect of pro forma depreciation expense adjustments 
and the Commission made no comment on it. Neither the Staff nor any 
party made any observation about the apparent change in method. It 

. 
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appears the parties and Commission simply acquiesced in the change 
without comment.52 

Having been involved in the 1994 rate case, can you provide any clarification as to Mr. 

Grate’s confusion over the absence of any discussion by the Company or Staff about this 

“apparent change in method”? 

Yes. Mr. Grate is quite correct that Company witness Jerrold Thompson did not sponsor 

a similar depreciation reserve adjustment in the 1994 rate case. While I cannot speak to 

the motivations of the Company over ten years ago, there are several factors that may 

have influenced the decision to not offer a rate base adjustment. First, Mr. Thompson 

sponsored only one adjustment to annualize depreciation expense to end-of-period levels 

(Exhibit JLT-8, page 5). The depreciation expense adjustment was relatively modest 

(about $6.1 million). It is possible that the Company decided that the rate base impact 

was immaterial. 

It is also possible that such an adjustment was not made, because the Company desired to 

streamline the regulatory process. In describing the “Commission Adjustments” he 

sponsored (including the EOP Depreciation Adjustment), Mr. Thompson stated: 

“Esoteric debates on accounting adjustments, however theoretically correct, would 

detract the Commission's attention from the urgent and critical need for U S WEST 

Communications to improve its’ serious earnings deficiency.” 

Although Mr. Grate accurately observed that the Commission adopted Staff 

recommendations to recognize depreciation reserve adjustments in Docket Nos. E-105 1 - 
83-035 and E-1051-84-100, Mr. Thompson may have anticipated Staffs opposition to 

such an adjustment in the 1994 rate case, after reviewing my testimony filed on behalf of 

Staff in the immediately preceding earnings investigation (Docket No. E- 105 1-88- 146) 

sponsoring a similar disallowance adjustment (ACC Adjustment Schedule B-3), as 

evidenced by the following excerpt from my testimony in that proceeding: 

, 

In general, the Company adjustments addressed herein do not represent 
actual test year costs and activities but rather reflect the prospective, 

Grate rebuttal testimony, page 56. 52 
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estimated impact of events for which inclusion in rate base would distort 
the test year relationship between revenues, expenses and rate base. 

For example, Staff has attempted to annualize income statement values at 
year-end 1987 levels and has valued rate base as of December 1987. The 
annualization of depreciation expense using rates effective January 1 , 
1988 is properly recognized in the cost of service; however, the growth in 
the depreciation reserve associated with the annualized depreciation 
expense will not fully be realized until December 1988. It is not 
appropriate to project reserve growth due to accrual rate changes while 
ignoring the many other factors impacting de reciation reserve balances 
such as retirements, salvage and removal costs. P3 

As a final matter, I would like to clear up any confusion as to why Staffs testimony in 

the 1994 rate case did not discuss what Mr. Grate characterizes as an “apparent change in 

method.” Rate cases take many months to process, require the dedication of significant 

resources and involve any number of complex issues. When the Company sponsors an 

adjustment that Staff does not contest or does not sponsor an adjustment Staff has 

previously contested, there is no need to expend limited resources discussing non-issues, 

unless directed otherwise by the Commission. This is the very situation that existed in 

the 1994 rate case.54 As a consultant to Staff in that proceeding, I did not see any need to 

engage in the academic exercise of presenting written testimony on an adjustment the 

Company did not make, but Staff would have opposed had the Company proposed the 

rate base adjustment. 

DISALLOWANCE STANDARDS 

Q. At pages 62-63 of his rebuttal testimony, Mr. Grate observes that he devoted about 20 

pages of his direct testimony to a discussion of disallowance standards. He also dedicates 

about 24 pages of his rebuttal testimony to this subject. Will your surrebuttal address the 

various arguments raised by Mr. Grate? 

Mr. Brosch will respond to certain of the policy issues and the marketing/ advertising 

issue discussed in this portion of Mr. Grate’s rebuttal testimony. My testimony on this 

section of rebuttal testimony will be limited to the subject of incentive compensation. 

A. 

’’ 
54 

Carver direct testimony, pages 5-6, Docket No. E-1051-88-146. 
This same logic applies to the FAS106 OPEB accrual basis accounting issue in Docket No. T-1051B-99-105. 

, 

UTILITECH, INC. 41 



T-010516-03-0454 & T-00000D-00-0672 
Surrebuttal Testimony of Steven C. Carver 

1 ’  

3 Q. 
4 

5 

6 

7 

8 A. 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 Q. 

24 

25 A. 

26 

27 

28 

2 Incentive Compensation (Staff Adiustment (2-17) 

In reference to your direct testimony55 indicating that Company efforts to enhance 

consolidated financial results may not be consistent with the interests of Qwest’s Arizona 

customers, Mr. Grate states: “Mr. Carver’s speculation is not evidence. He has not 

shown that the criteria in Qwest’s bonus plan are harmful to Qwest’s  ratepayer^."^^ How 

do you respond? 

There are several key pieces of information directly relating to this portion of my direct 

testimony that Mr. Grate fails to address or refute. First, a significant portion of Qwest’s 

Bonus Plan is linked to the corporate-wide financial results of Qwest Communications 

International, Inc. (“QCII”). Second, Qwest’s Arizona employees have limited ability or 

opportunity to materially affect the consolidated financial results of QCII.57 Third, 

during calendar years 2001 through 2003, the consolidated financial results of QCII were 

dismal - generating over $40 billion dollars of net losses during this three year period. 

Fourth, QCII was only able to show positive net income in 2003 because of the sale of its 

directory publishing business, while reporting a loss from continuing  operation^.^^ 

Finally, I would note that Mr. Grate has offered no evidence to show that Qwest’s 

Arizona employees do have the ability to materially impact the consolidated financial 

results of QCII or that efforts to enhance the consolidated financial results of QCII are 

consistent with or beneficial to the interests of Qwest’s Arizona customers. 

Referring to page 73 of his rebuttal testimony, Mr. Grate also states that you are not an 

incentive compensation expert. Is that true? 

As I indicated in response to Data Request Qwest 16-4 and 16-5, it is true that I am not 

and have never claimed to be a “Certified Compensation Professional” or a “Certified 

Benefits Professional.” Referring to my direct testimony as well as Attachments SCC- 1 

and SCC-2 appended thereto, my expertise is in the field of utility regulation, with 

, 

Carver direct testimony, page 39. 
Grate rebuttal testimony, page 72. 
Carver direct testimony, page 39. 
Carver direct testimony, pages 4 1-42 
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considerable experience in the evaluation of utility expenses for potential ratemaking cost 

recovery. Over my professional career dating back to 1977, I have reviewed multiple 

incentive benefit plans of many regulated utilities and conducted interviews of utility 

compensation and benefit professionals. In light of this experience, having filed 

testimony on this issue in seven jurisidictions in fourteen regulatory proceedings and 

having reviewed the testimony of various utility witnesses on the matter, I believe that 

my regulatory experience is highly relevant as a consultant to Staff and qualifies me to 

offer my opinion on the regulatory recovery of Qwest’s incentive plan costs - costs that 

are largely driven by QCII consolidated financial metrics. 

At page 40 of your direct testimony, you discuss the concept that regulators need not 

allow recovery of all discretionary costs incurred by a utility, absent a showing that such 

costs provide direct, tangible benefits to ratepayers. In rebuttal, Mr. Grate contends that 

“the direct tangible ratepayer benefit standard is unjust and unreasonable.. .does not allow 

Qwest to recover its commercially reasonable, prudently incurred costs [and] . . . cannot 

be applied to all of the discretionary costs that utilities incur.. . 
No. As discussed in the surrebuttal testimony of Mr. Brosch, Utilitech has not proposed 

to apply this approach to all costs Qwest incurs, instead limiting its disallowance 

recommendations to areas that regulators often find problems with rate case recovery. In 

my opinion, the ratemaking treatment of discretionary costs, such as incentive 

compensation, are properly addressed within the context of ratemaking proceedings. 

Once a ratemaking adjustment is proposed, Qwest then has an opportunity and 

responsibility to respond in order to support the reasonableness of rate case recovery of 

such costs. 

,759 Do you agree? 

Over the years, the Commission has issued various decisions that generally support the 

approach cited at page 40 of my direct testimony.60 At page 17 of Decision No. 58360 
, 

(Citizens Utilities Company, Docket No. E- 1032-92-073), the Commission disallowed 

the costs of Citizens’ management incentive deferred compensation plan, stating: 

59 Grate rebuttal testimony, page 75. 
The following quotes from Commission orders were previously provided to Qwest in response to Data Request 
Qwest 16-1. 

60 
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Staff and RUCO recommended adjustments to remove this expense 
because Citizens failed to show that the awards were based on or related to 
attainment of cost reductions or other specific goals, which Citizens had 
cited as a benefit to ratepayers. 

We agree with Staff and RUCO that no expense should be allowed for 
the MIDCP in place during the TY and we will adopt RUCO’s adjustment 
to exclude $62,775. 

Similarly, at pages 32-33 of Decision No. 57745 (Southwest Gas Corporation, Docket 

No. U-1551-90-322)’ the Commission also denied the request of Southwest Gas to 

recover the test year bonuses paid under that utility’s management incentive plan, stating: 

We concur with Southwest Gas that it is absolutely none of this 
Commission’s business if the Company pays its management with beads 
or McDonald’s coupons. We also concur that it is absolutely none of this 
Commission’s business if the Company wishes to reward management 
with bonuses for higher earnings with one little provision. That provision 
is simply that shareholders should bear the burden of management bonuses 
for higher earnings. That reason along with the fact that the Company’s 
requested amount does not relate to amounts either previously paid or 
expected to be paid provide justification to deny the Company’s request. 
It is also noted that once an amount in included in rates, it provides the 
Company with an additional return without any increased effort. 

Also in Decision No. 57745 (Southwest Gas Corporation, Docket No. U-155 1-90-322), 

the Commission provided the following statement regarding the burden borne by utility 

management to justify cost recovery at page 17, in the context of excluding the pension 

asset from rate base: 

Staff recommended the prepaid pension find balance in the amount of 
$855,901 be removed from the prepayment category which the Company 
had included in rate base. We concur with Staff. The Company has 
simply provided no adequate justification for inclusion of prepaid pension 
funds in rate base. 

At pages 21-23 of Decision No. 58664 (Citizens Utilities Company, Docket No. E-1032- , 

93- 1 1 l), the Commission exercised its discretion and agreed with Citizens that certain 

costs were allowable and with RUCO that certain other costs incurred at the Stamford 

Administrative Office and allocated to Arizona operations should be disallowed: 

We agree with RUCO that the payment to the general counsel should be 
removed as it is a nonrecurring expense; that depreciation needs to be 
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adjusted to reflect the SA0 plant disallowances; and that the ‘SOAC 
Other’ expenses, as well as the consulting, video, photography, executive 
chef salary, and individual and per diem charges should be disallowed. 

The same Decision No. 58664 (pages 26-28) also disallowed certain incentive 

compensation costs, as indicated by the following passages: 

Staff believes that the expense should be removed because the Company is 
not meeting the goals of the IDCP, which are to: emphasize customer 
service and employee satisfaction; lower overall compensation fiom that 
which would have been achieved under a traditional system of cost of 
living and merit increases; and force employees to achieve certain 
objectives in order to ‘re-earn’ their merit increases of previous years.. . 

We agree with Staff and RUCO that expenditures for IDCP during the 
TY should not be included in operating expenses. Contrary to Citizens’ 
assertion in its Opening Brief, the record evidence does not establish that 
‘total compensation has been reduced since 1989 as a result of changes 
instituted by Citizens’ new top management.’ The evidence indicates that 
between 1989 and 1992, total payroll increased by almost $13 million. 
The evidence indicates that under the IDCP, no employee received a pay 
reduction, so the per employee payroll amount decrease has to be an effect 
of the increased number of employees [footnote omitted], not a result of 
the IDCP. 

Also within Decision No. 58664 (pages 28-29) the Commission disallowed the costs of a 

“Target: Excellence” program, stating as follows: 

RUCO proposed an adjustment to remove Target: Excellence expense 
from operating expense. RUCO believes that the expenditures have 
provided no specific, quantifiable, benefits to ratepayers, and that any 
future benefit is not known and measurable and would not be matched to 
the present expenditures. Staff made no adjustment to the Target: 
Excellence expense. 

We agree with RUCO that the goals of Target: Excellence and the 
benefits Citizens believes it will provide are nebulous. We agree with the 
Company that it should strive to improve its quality of service to its 
customers. What we cannot agree to is that only one of its ‘customers’ 
should have to bear the entire cost of such and expensive program which 
has yet to demonstrate any savings. Accordingly, we believe that the costs 
of the Target: Excellence program should be shared equally between 
Citizens’ ratepayers and its shareholders, and we will adjust the Target: 
Excellence expense by ($50,000).” 

I UTILITECH, INC. 
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While these decisions do not necessary use the phrase “direct, tangible benefits to 

ratepayers”, I believe that the intention is clear: the utility is expected to demonstrate that 

certain discretionary costs do result in tangible benefits to ratepayers or should otherwise 

provide adequate justification to support cost recovery. 

Q. In the context of discretionary costs and direct, tangible benefits, Mr. Grate’s rebuttal 

testimony is also critical of your reference to Part 65 of the FCC rules prescribing 

components of rate base and net income for dominant carriersY6’ stating: 

Mr. Carver fails to mention that the 1987 FCC Order on Part 65 that he is 
citing to support the disallowance of incentive compensation never once 
applies the “used and useful” standard or the “benefit burden” test to 
employee compensation. The Order primarily addresses the treatment of 
rate base items - though it also addresses net income issues. While 
employee compensation is a key determinant of net income, it is never 
addressed in the FCC Order that Mr. Carver is citing. In fact, if anything, 
the absence of any mention of incentive compensation in the Order supports 
the proposition that the FCC had no problem with incentive compensation 
plans under rate of return regulation.62 

Do you have any comments on this rebuttal testimony? 

Yes. It was neither the intent nor design of my direct testimony to claim that the FCC 

applied these standards or tests to employee compensation. In citing the passage from the 

FCC’s Report and Order (CC Docket No. 86-497), it was my intent to simply provide 

additional support for the proposition that cost incurrence does not automatically translate 

into cost recovery. Further, my direct testimony does not claim that the FCC relied on 

the benefit-burden test as justification to disallow incentive compensation costs for 

A. 

ratemaking purposes. In any event, the concept of the benefit-burden test, as discussed at 

pages 42-43 of my direct testimony, is consistent with the concepts applied in the above 

excerpts from previous ACC regulatory decisions. 

, 

OTHER REVENUE REQUIREMENT ISSUES 

Q. At pages 86-136 of his rebuttal testimony, Mr. Grate discusses eight revenue requirement 

issues raised by Staff or RUCO. Which of these “other” issues will your surrebuttal 

address? 

Carver direct testimony, pages 42-43. 
Grate rebuttal testimony, pages 75-76. 62 
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1 A. 

2 

3 

4 

5 

6 

Of those “other” issues that relate to Staff recommendations, I will only address FCC 

Deregulated Products and Telephone Plant Under Construction. Mr. Brosch, Mr. Dunkel 

or other Staff witnesses will respond, as necessary, to the remaining Staff issues 

discussed in this portion of Mr. Grate’s rebuttal testimony. 

FCC Deregulated Products (Staff Adiustment C-19) 

7 Q. 
8 

9 A. 

10 

11 

12 

13 Q. 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 Q. 

Have you reviewed Mr. Grate’s rebuttal testimony responding to Staff Adjustment C-19, 

imputing additional revenue for certain FCC Deregulated Services? 

Yes. I have read pages 114 through 118 of Mr. Grate’s rebuttal testimony. It is so 

replete with inaccuracies and misguided assertions that I hardly know where to begin in 

response. 

At page 114, Mr. Grate states that the FCC deregulated services “have an earnings 

surplus.” Do you agree? 

No. Throughout Mr. Grate’s rebuttal testimony, it appears that he may not sufficiently 

understand Staff Adjustment C-19 to be able to respond clearly. Maybe a review of what 

Staff Adjustment C-19 is designed to do and how it accomplishes that objective would 

help clarify any confusion that might currently exist in the record.63 First, I must confirm 

that Mr. Grate is correct in one respect. It is my opinion that the FCC deregulated 

services do earn a much lower return than the 9.5% return on investment that Staff has 

recommended the Commission adopt in this proceeding. Because Qwest has included the 

FCC deregulated services above-the-line for purposes of determining its Arizona 

intrastate operating results, this treatment causes the Company’s overall revenue 

requirement to be higher than if their related revenues, expenses and rate base amounts 

were simply excluded (or recognized below-the-line). Staff Adjustment C- 19 

conservatively seeks to minimize the revenue requirement overstatement and mitigate a 

portion of the resulting cross-subsidy. 

, 

At rebuttal pages 114 and 115, Mr. Grate states: 

63 This discussion of Staff Adjustment C-19 will be presented later in this testimony section. 
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According to Staff, the aim of adjustment C-19 is to prevent ratepayers 
from cross subsidizing FCC deregulated services (FCCDS). However 
Staffs adjustment C-19 does not identify cross subsidy between FCCDS 
and Qwest’s other intrastate regulated services. Instead adjustment C-19 
imputes sufficient additional revenues for intrastate regulatory purposes so 
that, in the aggregate, the test year earnings of the FCC deregulated 
services (FCCDS) equal the overall 9.5% return on investment that Staff 
recommends ACC ultimately adopt for Qwest’s intrastate regulated 
services. 

Does Staff Adjustment C-19 impute sufficient additional revenues so that the FCC 

deregulated services would earn the same 9.5% Staff recommends that the Commission 

adopt for Qwest’s intrastate regulated services? 

No. Referring to confidential Schedule C-19 included in the Staff Joint Accounting 

Schedules, the $6.6 million of additional revenues is only 50%64 of the computed amount 

that would be required to generate a comparable 9.5% return on inve~tment .~~ The 

confidential return on investment rates set forth in Column (J), Line 28, of Schedule C-19 

illustrates the negative return on investment for the FCC deregulated services after 

recognizing the $6.6 million of additional revenues. 

Also on rebuttal page 115, Mr. Grate indicates that Staff made “exactly three 

adjustments” to the FCC deregulated services and then refers to Staff adjusting “the test 

year with dozens of adjustments proposed by Staff and by Qwest” to arrive at Staffs 

overall revenue requirement of $3.5 million. He further indicates that without these 

adjustments, the achieved return on investment would be far below 9.5%. How do you 

respond? 

With some difficulty, given the complexity of the issue. Mr. Grate confuses “as 

recorded” operating results with the realities of the ratemaking/ revenue requirement 

process. I agree with Mr. Grate that on an unadjusted basis, Qwest’s per book operating 

results generated a negative return on investment. After including the FCC deregulated 

services above-the-line, as proposed by Qwest, the negative return becomes a larger 

negative 

, 

In deference to the Commission Decision No. 58927, Staff Adjustment C-19 imputes only 50% ofthe computed 
revenue deficiency. 
Carver direct testimony, page 96, and footnote (d) of confidential Schedule C-19. 
Source: Qwest tab “Interface- 1990Financials” of spreadsheet “azl203-Revised 10-27-04.~1~”. 

64 

65 

66 
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Once the FCC deregulated services are included above-the-line, Mr. Grate then proceeds 

to make adjustments to the “as recorded” amounts to quantify overall revenue 

requirement. In order for Staff Adjustment C-19 to present a proper “apples to apples” 

comparison Mr. Grate complains about at page 117 of his rebuttal, it is necessary to 

recognize the impact of the various Company adjustments on the “as recorded” loss 

associated with the FCC deregulated services, excluding payphone. Otherwise, the true 

impact of Qwest’s above-the-line treatment of these services would go undetected. 

Columns (D) and (G) of confidential Schedule C-19 are designed to give recognition to 

the other Qwest adjustments that alter the “as recorded” amounts attributable to FCC 

deregulates services, excluding payphone. 

0 Column (D) recognizes Qwest’s proposed correction to reclassify certain 

expense and rate base amounts from one FCC deregulated services category 

@e., planning for enhanced services) to the payphone category that Qwest did 

not include in its calculated “per book” starting point. 

Column (G) recognizes the portion of Qwest Adjustments PFN-1 and PFN-3 

that significantly decrease the FCC deregulated service revenues included in 

the Company’s “per book” calculation. 

0 

If these Company adjustments were not recognized on confidential Schedule C-19, the 

calculation of the needed revenue imputation would be materially misstated. 

What other adjustments are recognized on Schedule C-19? 

At page 87 of my direct testimony, I identify each FCC dereg product category and 

indicate whether any services provided in those categories are offered pursuant to tariffs 

approved by the ACC and included in any Arizona Price Cap “baskets.” Column (E) of 

confidential Schedule C- 19 removes three FCC deregulated product categories (i.e., 

premises services, E9 1 1 nonregulated, and national directory assistance) included in 

Baskets 1 and 3 from the imputation calculation. Column (F) also removes voice 

messaging for two reasons. First, it currently falls into Basket 3 and the direct testimony 

of Staff witness Rowel1 recommends that this service be deregulated. 

, 
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The net effect of Columns (B) through (G) of confidential Schedule C-19 is to quantify 

the net operating income and rate base amounts that remain above-the-line for the FCC 

deregulated services that: (a) are not provisioned pursuant to ACC approved tariff or 

included in one of the Arizona Price Cap Plan “baskets;” (b) have not been separately 

excluded by Qwest; and (c) have not been separately removed due to Staffs 

recommended deregulation by the ACC . In so doing, the amounts in Column (H) of 

Schedule C- 19 reflect the residual values that remain above-the-line in Staffs proposed 

rate base and operating income, producing the proper “apples to apples” result over 

which Mr. Grate frets. 

At rebuttal pages 116-1 17, Mr. Grate refers to various pro forma adjustments, such as 

those to depreciation expense and directory imputation, and appears to claim that Staff 

Adjustment C-19 should have attributed some portion of these adjustments to the FCC 

deregulated services, thereby providing “an additional lift to the test year earnings of 

FCCDS.” Is he correct? 

No. Staffs approach in quantifying overall revenue requirement was carefully crafted so 

that a larger portion of the various adjustments to rate base and operating income were 

not attributed to Arizona intrastate regulated operations by virtue of Qwest’s above-the- 

line inclusion of the FCC deregulated services. Staff Adjustments B-10 and C-20 

collectively increase revenue requirement by about $3.4 million to help achieve this 

result. 

Along this line, Staffs revenue requirement calculation does not take credit for any 

portion of the depreciation expense reductions that Qwest claims should be allocated to 

the FCC deregulated services. However, if the FCC deregulated services are included 

above-the-line, the reduced depreciation expense Qwest might record as a result should 

also be recognized in quantifying overall revenue requirement. Further, although this 

could more fully be addressed by Mr. Brosch, I would contend that none of the $72 

million of the directory revenue imputation would be assignable or allocable to the FCC 

deregulated services. 

c 

UTILITECH, INC. 50 



1 Q. 
2 

3 

4 

5 

6 A. 

7 

8 

9 

10 

11 

12 

T-010516-03-0454 & T-00000D-00-0672 
Surrebuttal Testimony of Steven C. Carver 

At rebuttal pages 1 17-1 18, Mr. Grate states that Staff Adjustment C-19 should be revised 

to include “an aliquot share all of Qwest’s and Staffs test year adjustment would need to 

be assigned to the FCCDS so that the ‘apples’ (results) being compared are ‘fertilized’ 

(adjusted) by the same set of adjustments” and recommends a simpler remedy before 

concluding that he does not believe any adjustment is appropriate. How do you respond? 

As discussed previously, I disagree with his criticisms of Staff Adjustment C-19 as well 

as his conclusion. Similary, the alternate imputation amount he quantifies on page 3 of 

his Exhibit PEG-R15 is driven by the negative 4.48% return he computes on page 1 of 

the same exhibit. Unless Mr. Grate is recommending that Qwest’s overall revenue 

requirement should be determined by that (4.48)%67 return rather than a positive 

1 1.1 8%,68 I could not disagree more. 

13 Telephone Plant Under Construction (Staff Adjustment B-5) 

14 Q. 

15 

16 

17 A. 

18 

19 Q. 

20 

21 A. 

22 

23 

24 
25 
26 
27 
28 
29 

In rebuttal testimony, Mr. Grate states that you sponsored the Staff adjustment removing 

TPUC from rate base, in Docket No. E-1051-93-183, that was adopted by the 

Commi~sion.~~ Is that correct? 

Yes. Mr. Grate and I agree on this point. 

He also indicated that Company witness Thompson included TPUC in rate base in that 

docket. Correct? 

Yes. Although the Company did not affirmatively remove TPUC from rate base in 

Docket No. E- 105 1-93- 183, the following excerpt from my surrebuttal testimony in that 

proceeding summarizes the position on this issue offered by the Company at hearing:70 

Q. On page 81 of his rebuttal testimony, Mr. Thompson states that he 
finds that your proposal to exclude Short-Term TPUC from rate base 
“. . .is acceptable provided the calculation of AFDC is allowed to be 
done in the manner outlined by Mr. Carver.” Do you have any 
comments with regard to that statement? 

, 

67 Grate rebuttal Exhibit PEG-R15. 
See Schedule D included in the Staff Joint Accounting Schedules. 
Grate rebuttal testimony, pages 121-122. 
Docket No. E-1051-93-183, Carver surrebuttal testimony, page 10. 

68 

69 

70 
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A. Yes. As noted by Mr. Thompson, the Staff has proposed that Short- 
Term TPUC be removed from rate base. On pages 13 through 15 of 
my direct testimony, I outline the Staffs proposal to allow the off- 
book capitalization and depreciation of AFDC on Short-Term TPUC. 
During cross-examination, Mr. Thompson stated that while US WC 
had not removed Short-Term TPUC from its updated revenue 
requirement calculation the issue was not being contested by the 
Company. Instead, the Company is looking for a Commission 
decision on this issue that can be relied upon in the future. [Tr. 4401 

What a difference ten years make. In Decision No. 58927 (pages 5-6), the Commission 

adopted Staffs recommendation and provided the “decision” sought by Mr. Thompson 

that could “be relied upon in the future.” In Docket T- 105 1B-99- 105, Qwest did not seek 

to include TPUC in rate base. However, in a proceeding in which Qwest is not even 

seeking rate relief for any significant portion of its asserted revenue deficiency, the 

Company has reversed course and is once again litigating the inclusion of TPUC in rate 

base - ignoring the most recent ACC precedent directly relevant to this issue. 

Mr. Grate contends “that including plant under construction in rate base is an acceptable 

accounting method and appropriate under the Arizona Constitution and Arizona Revised 

Statutes. There is no accounting or legal impediment to the inclusion of telephone plant 

under construction in rate base in Arizona.”” Is he correct? 

Yes. I am not aware of any finding that would serve as a legal impediment to including 

TPUC in rate base, as exists in the State of Missouri. In an April 1994 decision by the 

Arizona Court of Appeals involving an appeal of a Commission order by Litchfield Park 

Service Company,72 the Court’s decision included the following findings regarding the 

Commission’s exclusion of TPUC from rate base: 

[ 121 . . . In decision 57944, the Commission agreed with its staffs removal of 
$218,000 from the rate base for construction work in progress (“CWIP”) on 
Well 23A because the well was not used or useful during the test year. The 
Commission stated: 

To include Well No. 23A in rate base without a corresponding 
inclusion of new customers and revenues results in a violation 
of the matching concept implicit in the use of a historical test 

, 

71  

72 
Grate rebuttal testimony, page 122. 
According to the Court of Appeals order, Litchfield Park Service Company was a subsidiary of SunCor 
Development Company, whose parent Company was Pinnacle West. 
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year. Second, even if the well were in service during the test 
year, we are not convinced that it is necessary to serve the 
Company’s customers. It is clear that LPSCO has been able to 
provide service to its customers without Well No. 23A. 

[13] Generally, although CWIP is not included in the rate base because it is 
not yet part of the fair value of property devoted to public use, see Arizona 
Wuter Company, 85 Ariz. at 202, 335 P.2d at 414, it is within the 
Commission’s broad discretion to consider a plant under construction in 
determining a utility’s fair value.. .Arizona Corporation Commission v. 
Arizona Public Service Company, 113 Ariz. 368, 371, 555 P.2d 326, 329 
(1 976). Although the Commission properly could have considered the cost of 
Well 23A, construction of which was subsequent to the test year, see id., the 
record does support the Commission’s exclusion of the construction of this 
well from the rate base. LPSCO has not cleared its hurdle on review of a 
satisfactory demonstration that the Commission acted unreasonably or 
unlawfully in determining LPSCO’s just and reasonable rates. 
[178 Ariz. 431, 874 P.2d 9881 

As recently as 1994 the Arizona Court of Appeals found that it is within the 

Commission’s broad discretion to include or exclude plant under construction fiom rate 

base. In Decision No. 57944, the Commission clearly expressed concern that rate base 

inclusion would violate the matching concept. I concur. In my opinion, the Commission 

reached the right conclusion in Decision No. 58927 and Qwest has not presented any 

compelling evidence to demonstrate that a change should be made. 

Q. At pages 123 through 125 of his rebuttal testimony, Mr. Grate refers to your use of the 

phrases “inherent mismatch” or “inherent distortion” and then attempts to define these 

terms. Do you agree with his definition? 

In general terms, I do agree, but his definition falls short. At page 13, lines 11-29 of my 

direct testimony, I explain why TPUC should be excluded from rate base. This 

discussion refers to the fact that the completion of a construction project may yield 

A. 

, 

improved efficiencies, cost savings a n d  or additional revenues - benefits that cannot be 

attained until the project is completed and placed in service. The inclusion of TPUC will 

result in an “inherent mismatch” because of the resulting inconsistency with the other 

elements of the ratemaking equation - that is, no recognition of related benefits. So, the 

UTILITECH, INC. 53 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 
21 
22 
23 
24 
25 
26 
27 
28 
29 

30 

31 

32 

T-010518-03-0454 & T-00000D-00-0672 
Surrebuttal Testimony of Steven C. Carver 

“mismatch” concern goes beyond the fact that the construction projects comprising 

TPUC are not yet in service. 

Q. Mr. Grate concedes that your “mismatch” concern exists with the “rate base method” but 

does not exist with the “revenue offset method” proposed by Qwest, because the related 

AFUDC is included in current income.73 Do you agree? 

No, First, as indicated at page 22 my direct testimony, the amount of the pro forma 

AFUDC earnings Qwest alleges will remedy the matching concern is immaterial. 

Referring to Qwest Adjustment PFA-04, the immaterial AFUDC revenues proposed by 

Qwest are dwarfed by the current return that will result fkom inclusion of the TPUC 

balance included in rate base, causing an increase to revenue requirement of about $4.1 

A. 
. 

million. 

Second, Mr. Grate’s alleged remedy, recognizing immaterial AFUDC revenues, does not 

capture any improved efficiencies, cost savings and/ or additional customer revenues. 

Qwest Adjustment PFA-04 does not recognize any of these pro forma benefits that will 

only be realized after the construction projects are completed and placed in service. 

Q. In rebuttal, Mr. Grate states: 

Apparently, Mr. Carver does not realize that in the period leading up to the 
adoption of the revenue requirement offset method, the FCC was using the 
rate base method for STPUC. Today, Arizona requires Qwest to use the 
capitalization method (other utilities may be using other methods). So, in 
Qwest’s case, the conversion to the revenue requirement offset method is 
from the capitalization method, not the rate base method. Converting to 
the revenue requirement offset method fiom the rate base method instead 
of the capitalization method accounts for the differences in the 
j~risdictions.’~ 

Is he correct? , 

A. No. It was very clear that the FCC’s prior TPUC accounting method was the rate base 

method. The only difference between the rate base method and the revenue requirement 

offset method is the former does not involve AFUDC, while the latter does. It is Mr. 

Grate rebuttal testimony, pages 124-125. 
Grate rebuttal testimony, page 126. 

73 
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Grate, not Staff, who relies on the FCC Report and Order in CC Docket No. 93-50 to 

substantiate the recommendation that Arizona depart from the capitalization method and 

follow the FCC’s lead to the revenue requirement offset method for TPUC. Mr. Grate’s 

perceived “revelation” does nothing to alter my direct testimony and conclusion 

regarding the FCC’s adoption of the revenue requirement offset method.75 

Mr. Grate’s rebuttal testimony continues at page 126: 

When the Commission accepted Mr. Carver’s proposal to adopt the 
capitalization method for STPUC in the Company’s 1994 rate case, the 
adjustment reduced revenue requirement over $4.84 million. lo3 Compared 
to Qwest’s proposal in this docket the revenue requirement effect of Mr. 
Carver’s proposal in the 1994 rate case was 56% larger. 

’03 $29,282,000 * 9.75% * 1.695. 
lo4 Using Staffs own calculation: “Adoption of the revenue requirement 
offset method would increase overall revenue requirement by about $2.7 
million (see Staff Schedule E, based on Staff proposed capital structure 
and cost rates)” Response of Steven Carver to Qwest Data request 14-5. 
$4.839M I $2.698M = 55.8%. 

104 

Do you concur with this representation? 

Mr. Grate has offered a “red herring” of his own in that the calculation is inaccurate and 

his conclusion misleading. First, the revenue requirement impact of excluding TPUC 

from rate base in the 1994 rate case was not $4.84 million. Mr. Grate’s calculation 

appearing in footnote 103 improperly applies the 1.695 revenue conversion factor to the 

entire 9.75% weighted cost of capital adopted by the Commission in Decision No. 

58927.76 Because the Commission adopted the interest synchronization methodology, 

only the equity component should have been grossed up to a pre-tax return level, 

Properly applying the revenue conversion factor to only the equity component (7.03% 

weighted equity cost * 1.695 = 11.916% plus 2.72% weighted cost of debt = 14.636% 

effective rate of return) yields an approximate revenue requirement effect of $4.286 

million ($29,282,000 * 14.636%), not Mr. Grate’s $4.84 million. 

r 

75 ’‘ Carver direct testimony, pages 20-23. 
The authorized weighted cost of capital appears at page 69 of Decision No. 58927, while the Commission’s 
adoption of interest synchronization appears at page 6 1. 
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Second, although I do not concur with how he characterizes or applies the result, no 

matter how many times I divide $4.839 million by $2.698 million as shown in his 

footnote 104, I get a mathematical result of 79.3%, not 55.8%. 

Third, Mr. Grate’s footnote 104 cites to my response to Data Request Qwest 14-5 for 

support of the $2.7 million revenue requirement effect of adopting the revenue 

requirement offset method. While his partial quote is accurate, he fails to note that the 

$2.7 million is based on Staffs recommended weighted cost of capital of 9.5%. As Mr. 

Grate is well aware, the Company and Staff have significantly different recommendations 

on the appropriate cost of common equity.77 As I also observed in my response to Data 

Request Qwest 14-5, the revenue requirement effect using Qwest’ s proposed capital 

structure was “$4.1 million (based on Qwest’s recent R14-2-103 update).” 

Fourth, using the more accurate $4.286 million estimate of the revenue requirement effect 

of the TPUC issue in the 1994 rate case, Mr. Grate’s percentage comparison would be 

58.9% ($4.286 million / $2.698 million) using Staffs weighted cost of capital, but only 

4.5% ($4.286 million / $4.1 million) using the Company’s weighted cost of capital. 

Although I believe these percentage comparisons do not provide useful information to 

assist the Commission in resolving this issue, Qwest’s calculations produce misleading 

information, unless the Company has acquiesced to Staffs capital structure 

recommendation unbeknownst to me. 

Q. At pages 127 and 128 of his rebuttal testimony, Mr. Grate agrees with your comments in 

direct testimony that the two page analysis, attached as Exhibit PEG-D4 to his direct 

testimony, is inconsistent with the Company’s other recommendations in this case and 

fails to accurately quantify the relative revenue requirement effect of the three TPUC 

alternatives he analyzes. He then proceeds to criticize you for not correcting his model 

and then concludes that the Commission should adopt the revenue requirement offset 

, 

Original Staff Joint Accounting Schedules, Schedule D: Staff equity return of 14.6% vs. Qwest 21.4%. The 
overall revenue requirement effect of the capital structure difference is about $46.8 million on Qwest’s original 
cost rate base. (See Staff Schedule E, line 2). 

77 
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method if it desires “to fairly balance the interest of ratepayers and the Company’s 

investors.” Do you agree? 

Not in the least. First, it is Mr. Grate who sponsored a flawed revenue requirement 

model to support his proposal to abandon the TPUC capitalization method the 

Commission adopted in the 1994 rate case. I find it quite amusing that Mr. Grate elected 

to submit over 140 pages of rebuttal testimony in something of an “academic” exercise, 

but was unwilling to correct his own work. 

A. 

Second, Mr. Grate seems to miss the point of my direct testimony at pages 23-25, which 

could have been more clearly stated. By failing to present an accurate model analysis, 

Mr. Grate’s Exhibit PEG-D4 marginalizes the true difference in revenue requirement 

between the three methods he attempts to analyze. As a consequence, his Exhibit PEG- 

D4 inaccurately illustrates a relative small difference between the revenue requirement 

affect of the various alternatives. It is Qwest that carries the burden of proof, not Staff. 

Third, rather than expend Staffs limited resources to correct a flawed model to support a 

I more accurate comparison of the revenue requirement differential of these alternatives, I 

simply stated the obvious at page 24 of my direct testimony. 

Fourth, rather than distract attention away from the real cost to ratepayers by quibbling 

over revisions to Mr. Grate’s Exhibit PEG-D4, the Commission should focus attention on 

the real impact of the Company’s recommendation on overall revenue requirement: $4.1 

million (based on Qwest’s recent R14-2- 103 update) using Qwest’s proposed weighted 

cost of capital or $2.698 million using Staff’s recommended capital structure and cost 

ratesL 

. 
Finally, Mr. Grate appeals to the Commission to adopt the revenue requirement offset 

method if it desires “to fairly balance the interest of ratepayers and the Company’s 

investors.” Mr. Grate has not demonstrated that the current capitalization method 

adopted in the 1994 rate case fails to fairly balance the interests of ratepayers and 

investors. The current methodology has been applied in the utility industry for decades, 
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Although Qwest’s offbook accounting method generously applies the weighted cost of 

capital to all TPUC amounts, rather than apply short-term debt cost rates as the first 

source of assumed bridge financing, the concept is comparable to the AFUDC rules 

applied by Federal Energy Regulatory Commission. For decades, the capitalization 

method has been widely used for electric, gas, telephone and waterlwastewater utilities. 

Typically the plant under construction debate focuses on rate base inclusion or exclusion 

with AFUDC capitalization. Because of the FCC treatment Mr. Grate proposes that this 

Commission adopt, the revenue requirement offset method would primarily serve to 

benefit investors under normal circumstances. 

UNADDRESSED REBUTTAL ISSUES 

Q. You previously indicated that your surrebuttal testimony would not necessarily address 

each and every point discussed in Mr. Grate’s rebuttal testimony. Is that correct? 

As I indicated earlier, Mr. Grate sponsors 142 pages of rebuttal testimony. Given the 

limited time available for Staff to review and respond to the Company’s rebuttal 

testimony, it was not feasible for Mr. Brosch or myself to respond to every point raised 

by Mr. Grate with which we disagree. However, Staff has made a concerted effort to 

address the major areas of disagreement, noting any identified areas of agreement. 

Staffs silence with regard to any areas or other points raised by Mr. Grate should not be 

construed as our concurrence in or agreement with said representations. 

A. 

Q. 
A. Yes. 

Does this conclude your surrebuttal testimony? 

. 
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SHORT-TERM TELECOMMUNICATIONS PLANT UNDER CONSTRUCTION fTPUC) 

What is the purpose of this section of your rebuttal 

testimony ? 

The purpose of this section of my testimony is to rebut the 

testimonies filed by Messrs. Shriver (pages 34-39) and 

Flaherty (pages 63-71) on the issue of Short-Term TPUC. 

On page 35 of his rebuttal testimony, Mr. Shriver takes issue 

with your testimony (TR. 761) and states that "[tlhe 

Commission explicitly found that capitalization of AFDC was 
inappropriate and they did much more than simply 'merelv 

approved the stipulation.'" [original emphasis] Do you agree 

with that statement? 

No. MY. Shiver's testimony is particularly confusing as it 

takes a radically different position from that addressed by 

the 18-20. 

Item B of that data request sought "...all reasons why the 

Off-Book capitalization of A.E'DC/IDC on Short-Term TPUC is 

inappropriate for ratemaking purposes." In response, the 
Company quoted from Commission Decision No. 53040 and 

concluded as follows: 

Company in response to ACC Staff Data Request No. 

, 

Thus, the ACC did not find the Off-Book Capitalization 
, of Allowance for funds used during construction (AFUDC 
or, formerly, Interest During Construction or IDC) 
inappropriate for ratemaking purposes; it merely chose 
to adopt the FCC's required accounting for AE'DC. 
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In reviewing this decision, nowhere does the Commission state 

that it finds the inclusion of Short-Term TPUC in rate base to 

be superior to the capitalization of AFDC. 

Since the Commission approved a stipulation which adopted the 

FCC provisions to cease the capitalization of AFDC, it was 

appropriate and necessary for the Commission to similarly 

conclude that short-term plant under construction should be 

included in rate base. The failure to make such a provision 

would preclude the Company from earning any return on 

Short-Term TPUC either from current inclusion in rate base or 

capitaligation of AFDC to be recovered in the future. It is 

clear that Staff's proposed accounting fo r  Short-Term TPUC for 

Arizona Intrastate ratemaking purposes does not deny the 

Company a prospective return on these amounts. 

In addition, the Company's attempt to characterize Decision 

No. 53040  as representing a specific finding of this 

Commission on the merits of the Short-Term TPUC issue is 

contrary to the terms of the Stipulation and Agreement: 

Furthermore, this stipulation, any order of this 
Commission entered pursuant to this stipulation, and the 
settlement offers leading thereto shall not be used in 
any manner by the parties hereto or any other party 
whatsoever, in anv litiaation, proceeding or docket 

I pending, existing or to be tried in the future, it being 
expressly and clearly recognized that this stiwlation 
is considered a nonpreiudicial comlsromise of the 
parties' positions in this proceeding only. [Decision 
No. 53040, page 13; Emphasis Added] 

, 
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Q. =SO on page 35 of his rebuttal testimony, M r .  Shriver reviews 

your redirect testimony at TR.761. If the ACC did not adopt 

the 1979 FCC revision to the USOA to cease AFDC capitalization 

on Short-Term TPUC until 1982, how did the Company account for 

the continued capitalization of AFDC during the interim? 

A. During this period, the AFDC on Short-Term TPUC was 

capitalized as part of the Off-Book accounting system and 

continues to be incorporated into the Company's operating 

results through a series of financial reporting adjustments. 

This AFDC will remain on the Company's books until the 

associated plant is retired from service. (See response to 

ACC Staff Data Request No. 35-12). 

Q. On page 36, Mr. Shriver references two Commission rules [i.e., 

R14-2-510(G)(2) and R14-2-103(A)(3)(a)] and concludes that the 

Staff's recommended treatment for Short-Term TPUC is 

inappropriate and precludes the capitalization of interest on 

Short-Term TPUC. Do you have any comments on that testimony? 

A .  Yes. M r .  Shriver proposes essentially the same argument in 

his rebuttal testimony dealing with Part 3 2 .  In that section 

of my testimony, I address these allegations in detail and 

will not restate or reiterate them here. Nevertheless, M r .  

Shriver's argument on this issue is without merit. 
, 

Q. Similarly, M r .  Flaherty (page 71) and M r .  Shriver (page 3 7 )  

reference Commission Rules [i.e., R14-2-103(A)(3)(h)] as 
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requiring 

Do you agree with that statement? 

No, I do not. R14-2-103 is partially addressed in the Part 32 

section of my testimony but is worthy of some additional 

comment herein. R14-2-103 represents the Commission Rules 

concerning the filing requirements of a public service 

corporation doing business in Arizona with respect to or in 

support of a proposed increase in rates or charges. While 
Messrs. Flaherty and Shriver are correct in that 

R14-2-103(A)(3)(h) references use of an "end of test year" 

level for original cost rate base, they fail to recognize that 

R14-2-103(A)(2) addresses the applicability of the rules which 

states, in part: 

rate base to be valued at the end of the test year. 

A .  

These Rules are not intended to prohibit utilities 
from filing additional schedules, exhibits and 
other documents which may be material to the rate 
proceeding, nor are they intended to Drohibit the 
Commission from considerinq such schedules, 
exhibits or other documents in makincr its determination. [Emphasis Added] 

It is difficult to envision that Commission rules which apply 

soley to public service corporations and provide for the 

filing of additional evidence for the Commission's 

consideration can somehow be construed as limiting the types , 

and nature of issues the Company and other parties can present 

to .this Commission for consideration. Obviously, the Staff 

has not engaged in "cherry picking" or proposed "unilateral 

changes in the rules" as suggested by M r .  Shriver; rather, the 



F j  
I 

"2 
c-. 4 

i '  

j .. 

, 
1 - 4  d 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Attachment SCC-S 1 
Page 5 of 10 

Staff has provided the Commission with a sound alternative to 

the rate base inclusion of Short-Term TPUC should the 

Commission elect to not continue the rate base treatment which 

was the subject of stipulation and compromise in Decision No. 

53040. Furthermore, if the Commission determines that 

Short-Term TPUC should remain in rate base, Staff's proposed 

average balance eliminates the 'test year-end aberrational 

level proposed by Company which is addressed in my direct 

testimony (see pages 13-15). 

Q. On page 39, Mr. Shiver states that "...current customers do 

receive a current benefit from TPUC." Are current customers 

receiving a current benefit from Short-Term TPUC? 

A. Short-term TPUC represents plant that is under construction 

but not yet completed and ready for service. While today's 

customers (i.e., customers receiving service in 1989) are 

likely receiving the benefits of the 1987 test year Short-Term 

TPUC, the "current customers" associated with the 1987 test 

year in this proceeding were not receiving benefit of the 

Short-Term TPUC allowance the Company proposed be included in 

rate base. Since the 1987 test year does not reflect any 1988 

customer growth or the efficiencies or other benefits 

attributable to the post-test year "in service" nature of this ' 

Short-Term TPUC, the inclusion of Short-Tern TPUC in rate base 

would distort the balance of the test year revenue requirement 

elements. Further, the 1987 test year rate base already 

contains a year end valuation of plant in service thereby 

-11- 
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I 1  Q. At page 52, Mr. Shriver agrees that the FCC has not pre-empted 
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the states, notes this Commission's historical adoption of the 

FCC USOA and concludes that a change in some of the rules 

should not cause the imposition of additional record keeping 

on the industry solely because the distribution of costs 

between the capital and expense has changed. Do you have any 

comments on that portion of his testimony? 

Yes. I believe that the fact this Commission has historically 

adopted the FCC USOA for ratemaking purposes is of limited 

value in the instant proceeding. It is a fact that certain of 

the changes to Part 32 create large additional revenue 

requirements. This fact makes it incumbent on the Commission 

to consider whether this revenue requirement adder should be 

implemented for Arizona Intrastate ratemaking purposes. It is 

this Commission which should decide whether general overheads 

should be capitalized or expensed, not the FCC o r  the Company. 

17 

18 Q. On page 4 4  of his rebuttal testimony, Mr. Shriver alleges that 

' 19 Staff's proposed capitalization of general overheads and 

20 pay-as-you-go ratemaking treatment for compensated absences 

1 21 violate the rules of this Commission. Do you agree with that 

22 allegation? 

23 A. No. In support of his position, M r .  Shriver cites the ' 

24 

I 25 

following ACC rules: R14-2-510(G)(2), R14-2-510(1)(1), and 

R14-2-103 (A) (3) (a) . 
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Essentially, M r .  Shriver argues that since the Commission 

Rules require the Company to maintain its books and records in 

conformity with the FCC USOA and the filing requirements make 

reference to the accounting methods prescribed by the 

Commission, then the Commission cannot deviate from the 

accounting required under the FCC's USOA unless the Company 

files a verified application seeking a variance or exemption 

from the Commission Rules. While Staff does not believe that 

these rules, in any form, restrict or limit the evidence this 

Commission may consider or findings which may be held from 

such evidence, I will nevertheless address each alleged rule 

violation raised by M r .  Shriver and demonstrate how Staff's 

adjustments do not violate such rules. 

Q. Does M r .  Flaherty also reference these Commission rules? 

A. Yes. Mr. Flaherty specifically addresses Rule R14-2-510(6)(2) 

generally references the Commission's rules regarding the and 

USOA on pages 80 and 84, respectively. 

Q. Would you please address each of these rules and explain why 

the Staff adjustments are not in violation? 

A. First, R14-2-510(G)12) reads as follows: "Each utility shall 

Uniform 
, 

maintain its books and records in conformity with the 

Systems of Accounts for Class A....Telephone Utilities as 

adopted and amended by the Federal Communications 
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While this Rule does cite the FCC USOA, 

that this Commission blindly accept that language as 

Mr. Shriver proposes 

limiting 

its ratemaking authority and fails to discuss specific 

conditions within FCC Part 32 which allow for the recording of 

jurisdictional differences between the FCC and the State 

jurisdictions (i.e., Section 32.1500 Other Jurisdictional 

Assets-Net; Section 32.4370, Other Jurisdictional Liabilities 

and Deferred Credits-Net; Section 32.7910, Income Effect of 

It is Jurisdictional Ratemaking Differences-Net). 

unbelievable that Mr. Shriver argues that this Commission's 

rules forbid it to vary, for ratemaking purposes, from the FCC 

USOA on this issue when the FCC USOA itself contains explicit 

accounting provisions for jurisdictional ratemaking 

differences. 

The obvious question is, "How can the Commission violate its 

own rules by requiring the Company to capitalize general 

overheads contrary to Part 32 when Part 32 contains specific 

provisions to account for this type of jurisdictional 

difference?" M r .  Shriver has selectively ignored this fact in 

constructing a circular argument which is without merit. 

, 

Second, R14-2-510(11(1) reads as follows: "Variations or 
exemptions from the terms and requirements of any of the Rules 

included herein (Title 14, Chapter 2, Article 5) shall be 

considered upon the verified application of an affected Dartv 

to the Commission setting forth the circumstances whereby the 
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public's interest requires such variation or exemption from 

the Commission Rules and Regulations. Such application shall 

be subject to the review of the Commission, and any variation 

or exemption granted shall require an order of the Commission. 

In case of conflict between these Rules and Regulations in an 

approved tariff or order of the Commission, the provision of 

the tariff or order shall apply." [Emphasis Added]. 

In his rebuttal testimony, Mr. Shriver states that "... USWC 
must file a verified application . . . I '  thereby implying that 

only the Company can request variations or exemptions from 

specific Commission Rules. While the Staff does not agree 

with the . Company that this Rule somehow limits the 

Commission's discretionary authority in considering evidence 

during a rate Proceeding, the Rule refers to "an affected 

party" not solely to regulated utility companies. Therefore, 

if one were to accept that a verified application is required, 

the Staff could file such a request addressing why a 

particular adjustment is necessary and should be granted 

(i.e., Staff direct testimony) and the Commission could grant 

the requested variance by issuing the required order (i.e., 

the final order resulting from this proceeding). This 

argument of the Company should similarly be dismissed. 
, 

Third, R14-2-103fA)f3)fa) defines accounting method in the 

context of the Commission's filing requirements as: "...the 

accounting method prescribed or recognized by the Commission." 
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The Company attempts to construe this section as requiring the 

Commission to establish utility rates on an accounting method 

based solely on the FCC USOA. This argument is not only 

fraught with the problems previously addressed, but the 

Company would also propose that this Section be considered 

totally out of context. 

According to R14-2-103(A)(l) the purpose of this general order 

was to define the specific financial and statistical 

information to accompany a request of a public service 

corporation under Commission jurisdiction for increased rates 

or charges. R14-2-103(A)(2) also states that "...[ tlhese 
rules are not intended to prohibit utilities from filing 

additional schedules, exhibits and other documents which may 

be material to the rate proceeding, nor are they intended to 

prohibit the Commission from considering such schedules, 

exhibits or other documents in making its determination..." 

In addition to arguing that this Rule should be extended 

beyond the public service corporations to whom it is directed 

and incorporate the ACC Staff and, presumably, all other 

intervenors, the Company would further restrict the Staff from 

filing the "....other documents which may be material to the 
, 

rate proceeding...ii thereby not allowing the Commission to 

consider accounting methods or approaches at variance with 

those adopted by the FCC. Again, the Company's position is 

without merit and should be dismissed in its entirety. 

-44- 
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Arizona 
Docket No. T-1051B-99-105 
UTI 13-021 

INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 021 

Please describe the Company's implementation of recently enacted accounting 
changes regarding the capitalization of computer software costs, indicating 
the following: 

a. 

b. 
nonregulated costs. 

Anticipated income statement impacts in 1999 on USWC. 

The Arizona intrastate share of item (a), with and without FCC 

c. 
change. 

Test period pro-forma adjustment required to reflect the accounting 

d. 
revenue requirements and the reasons for same. 

USWC's position regarding whether the change should be reflected inn 

RESPONSE : 

a. 
financial books of accounts. 
will be capitalized and $36M will be amortized in 1999. 
software will not be included on regulatory books of accounts unless the 
accounting rules are approved by regulatory commissions. 

b. See the response to (a). 

The capitalization of software costs is being reflected on USWC's 
It is anticipated that between $340M and $390M 

The capitalization of 

c. 
the response to item (a). 

There is no pro-forma adjustment for this accounting change. See also 

d. 
adopt the software capitalization accounting. 
capitalized software is very short, the effect of this accounting on 
ratemaking is to produce a first year dip in revenue requirements followed by 
a near term turnaround of revenue requirements and over time, 
requirements. Furthermore, the change from expensing of software to 
capitalization is not cash affecting, while the ratemaking effect would be 
cash affecting. 
fact that software capitalization is not cash affecting the Company does not 
intend to petition 
accounting. 

The Company has not petitioned the Arizona Corporation Commission to 
Since the life for the 

higher revenue , 

Given both the short-term revenue requirement profile and the 

the Arizona Corporation Commission to adopt this 
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INTERVENOR: 

Arizona 
Docket No. T-1051B-99-105 
UTI 15-020 

Arizona Corporation Commission Staff (Utilitech) 

F-7 REQUEST NO: 020 
I 

(Ref. USWC's response to UTI 13-21) Does USWC object to ACC adoption of the 
changes to GAAP associated with capitalization of software costs? 
affirmative, please explain each and every basis for such objection and 
provide complete copies of all studies, analyses, workpapers and other 
documents (if any) associated with your response. 

If 

m RESPONSE : 

The Company's position is that the ACC should not adopt the change for 
ratemaking purposes for the reasons set forth in the response to UTI13-21, 

impact of the software capitalization showing the rapid change in that 
impact. 

i part d. Attachment A is an example of the total Company revenue requirement 
r i  

I 

George Redding 
Director-State Finance 
1801 California St., Rm. 1240 
Denver, CO 80202 
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INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 012 

Ref. USWC response to UTI 13-21 (Software Capitalization). The 
referenced response indicates, in part, that USWC has not petitioned the 
ACC to adopt the software capitalization accounting because "the life for 
the capitalized software is very short" and "the change from expensing of 
software to capitalization is not cash affecting". 
following: 

Please provide the 

a. Please confirm that the phrase "not cash affectingl' is intended to mean 
that the change in accounting method would not result in any change in the 
amount or timing of USWC's cash payments to fund software development and 
modification efforts, excluding the year-to-year revenue requirement effect 
of adoption of the capitalization method. 
please explain and define the intended use of this phrase. 

If this can not be confirmed, 

b. Please identify and describe which of the following*changes in 
accounting method are similarly "not cash affecting "to USWC, excluding 
the year-to-year revenue requirement effect of each change: 

i. 

ii 
absences. 

Capital to expense shifts resulting from the adoption of Part 32. 

Adoption of the accrual accounting method for compensated 

iii. Adoption of the accrual accounting method for merit awards. 

iv. Adoption of the accrual accounting method for medical and dental 
expenses. 

v. Adoption of the increase in the capitalization rules for 
assets whose initial value was between $200 and $500. 

vi. Adoption of the increase in the capitalization rules for assets 
whose initial value bas between $500 and $2,000. r 

fii. 
(FAS87). 

viii. Adoption of the accrual accounting method for OPEBs (FAS106). 

Adoption of the accrual accounting method for pension costs 

ix. 

X .  

Adoption of revisions to depreciation accrual rates 

Adoption of reserve deficiency amortizations. 



Attachment SCC-S2 
Page 6 of 11 
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c. 
above indicates is or was "cash affecting", please provide a detailed 
explanation supporting the Company's position. 

For each change in accounting method that the response to item (b) 

RESPONSE : 

a. The statement is confirmed. 

b. 
vii. and viii., are non-cash affecting. Item vii. (pensions) and viii (OPEB) 
are cash affecting to the extent regula.tors impose requirements to fund 
pensions and/or VEBA trusts as a condition of expense recognition. 
all of the items shown in this sub-part except viii 
affecting in Arizona because they have previously been treated in the 
calculation of USWC's Arizona revenue requirement. 
accrual accounting under SFAS 106 for OPEBs for USWC. 

Absent the revenue requirement impact, all of the items listed, except 

However, 
(OPEB) are currently cash 

Arizona has not adopted 

C. See response to b. 

George Redding 
Director-State Finance 
1801 California St., Rm. 1240 
Denver, CO 80202 
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Arizona 
Docket NO. T-1051B-99-105 
UTI 20-013 

INTERVENOR: 

REQUEST NO: 013 

Arizona Corporation Commission Staff (Utilitech) 

Ref. USWC CONFIDENTIAL resDonse to UTI 13-21 (Software CaDitalization). 
As a result of not petitioning the ACC to adopt the software 
capitalization accounting, does USWC intend to set up and maintain 
separate Offbook records to track the resulting differences between 
GAAP financial reporting and Arizona regulatory accounting methods? 
Please explain. 

RESPONSE : 

Yes. USWC 
portion of 

would prepare Offbook adjustments to reverse the intrastate 
the software capitalization and amortization entries. 

George Redding 
Director-State Finance 
1801 California St., Rm. 1240 
Denver, CO 80202 

‘ I  

I 
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Arizona 
Docket No. T-1051B-99-105 
UTI 30-015 

INTERVENOR: 

REQUEST NO: 015 

Arizona Corporation Commission Staff (Utilitech) 

Ref. USWC response to UTI 20-15 (Software CaDitalization). Please provide a 
detailed discussion explaining why USWC "...did not take issue with the use 
of SOP 98-1 to satisfy external reporting requirements". 

RESPONSE : 

U S WEST did not take issue with the use of SOP 9 8 - 1  to satisfy external 
reporting requirements as U S WEST supported the primary goal of the SOP, 
namely to standardize external financial reporting, 
was divergence in how various companies treated internally developed software 
for financial reporting purposes. 

Prior to the SOP, there 

George Redding 
Director - Regulatory Finance 
1801 California, Rm 1240 
Denver, CO 80202  

, 
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Arizona 
Docket No. T-1051B-99-105 
UTI 34-004 

INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 004 rn 
1 

‘ I  
Ref. USWC Confidential response to UTI 15-19 (Software Capitalization). 
Please provide the actual amount of software costs USWC has actually 
capitalized, pursuant to SOP 98-1, in Arizona by month thus far in 1999. 

RESPONSE : 

As stated in the response to UTI 13-21, USWC has not yet adopted SOP 98-1 on 
its regulatory books of account, therefore there have been no software costs 
capitalized in Arizona. 

Bill Muir 
Finance Manager 
1600 7th Avenue, Room 2213 
Seattle, WA 
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Arizona 
Docket No. T-1051B-99-105 
UTI 61-010 

INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 010 

Re: USWC confidential response to UTI.58-20, (Depreciation Expense). In 
reconciling the MR16-MR2A plant b a l a n c x  12/31/99 with the depreciable 
investment underlying the Company's proforma depreciation adjustment, 
Confidential Attachment B shows certain amounts being added in a column 
headed "Netwrk Software Write-off." Please provide the following: 

a. Please explain and describe what "Netwrk Software Write-off" 
represents. 

b. Please describe the book accounting for "Netwrk Software Write-Off." 

c. Why does the Company believe that it was necessary for the "Netwrk 
Software Write-off" to be added back in order to determine the appropriate 
level of year-end depreciable investment for intrastate regulatory purposes? 
Please explain. 

d. Does the Company account for this "Netwrk Software Write-off" through 
any of€-book records? Please explain. 

RES PONS E : 

a. 
amortization and impairment should be applied to any unamortized costs 
capitalized prior to initial application of this SOP that continue to be 
reported as assets after the effective date". 
Qwest (formerly U S WEST) was required to write down the net book value of 
Network Operating System which had been capitalized prior to the adoption of 
SOP 98-1 to its realizable value. 

SOP 98-1 requires that "the provisions of this SOP concerning 

Because of this requirement, 

b. The book accounting for the write off was a credit to Accumulated 
Depreciation (account 3122) and a debit to Depreciation Expense (account 
6561). However, in addition, the software investment was also retired in 
error. This entry was a credit to Property, Plant and Equipment (accounts 
2211, 2212, 2220, 2231 and 2232) and a debit to Accumulated Depreciation 
(account 3122). It was this retirement entry that was documented in UTI 
58-020, Confidential Attachment B. 

r 

c .  Since the retirement described in part (b) above was processed in error 
(and was subsequently reversed in June 2000 business), the book investment 

w a s  understated in December and it was appropriate to add the amounts back in 
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to determine the appropriate end of year depreciable investment. 

d. 
98-1, all entries associated with the SOP'S adoption are reversed on an 

Yes. Since the Arizona Commission has not authorized the adoption of SOP 

intrastate basis 

Bill Muir 
Technical Accountant 
1600 7th Avenue 
Seattle, WA 
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1 I. Introduction 

2 

3 

4 

5 A. Yes,Iam. 

Q. Are you the same William Dunkel that prefiled direct testimony in this proceeding 

on behalf of the Arizona Corporation Commission staff? 

6 

7 Q. What is the purpose of this surrebuttal testimony? 

8 A. The purpose of this testimony is to respond to certain testimonies filed by other parties in 

9 

10 

11 

12 

this proceeding on or about December 20,2004. The issues I address include 

depreciation, the charges that BSI paid for BSI's use of Qwest's remote terminals and 

associated cabling, the jurisdictional separations of the costs of the interstate DSL 

service, and the "condition percent" used in the RCNLD' calculation. 

13 

14 

15 11. Depreciation 

16 

17 Q. What significant adjustment did Nlr. Wu make in his Rebuttal Testimony? 

18 A. Mr. Wu stated that I had recommended using the end-of-year 2003 depreciation reserve 

19 levels instead of the beginning-of-year balances that he had used. As a result he revised 

20 his depreciation rates to use the end-of-year 2003 depreciation reserve levels. This 

21 reduced his claimed annual depreciation expense by approximately $50,000,000.2 

22 However, Mr. Wu has still not corrected the lives used in calculating his proposed 

Reconstruction cost new or less depreciation (RCNLD) 1 

' Rebuttal Testimony of Mr. Wu, pages 15 and 16. 

1 



. 

1 depreciation rates, so we must address the “lives”  issue^.^ 

2 Q. On page 4, of his Rebuttal testimony, starting on line 7, Mr. \Vu alleges: 

3 
4 
5 
6 

Based on this quote, Mr. Dunkel alleges that Part 32 requires “that 
depreciation be over the ‘service life”’ of the asset and that service life must 
be estimated based solely on historical mortality data. 

7 Did you testify “that service life must be estimated based solely on historical 

8 mortality data”? 

9 A. No. I never testified “that service life must be estimated based solely on historical 

10 

11 

12 

13 

14 

15 

16 

17 

18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

mortality data.” This grossly misrepresents my testimony and the position of the Staff. 

Other than MI. Wu, no witness or party to this case has stated “that service life must be 

estimated based solely on historical mortality data.” 

It is easy to demonstrate that the projection lives I proposed are not “estimated based 

solely on historical mortality data.” 

For example, for the five accounts with the largest investments, the observed life4 and the 

projection life recommended in the Dunkel Direct Testimony are shown below: 

Account 
Recent Observed Staff Proposed Projection Diff. 
Life (years) Life (years) (years) 

2212 Digital Switching Eq. 29.0 
2232 Circuit Digital 28.2 
2422 Underground Cable-Met. 64.0 
2423 Buried Cable-Metallic 58.8 
2441 Conduit Systems 77.2 

15.0 
12.0 
27.5 
23.0 
56.6 

14.0 
16.2 
36.5 
35.8 
20.6 

(Source: Schedule WDA-12, page 5, columns C and E) 

There is also a difference between myself and Mr. Wu on some “future net salvage” values, but the 
differences in the lives have a much larger financial impact that the differences in net salvage values, as 
discussed in my Direct Testimony. 
? h e  life based on “historic mortality data”. 

3 

2 
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2 

3 

4 

5 

6 

7 

8 

9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 

The projection live Staff proposes clearly are not “estimated based solely on historical 

mortality data.” The five account discussed above include 82% of the Qwest Arizona 

in~estment.~ 

Q. Did your Direct Testimony clearly state that you were not recommending a life 

equal to the actual observed service life? 

A. Yes. This was clearly stated.. For example the following started on page 32 of Mr. 

Dunkel’s Direct Testimony: 

Q. 

A. 

What is the actual observed average service life in the buried 
cable metallic account of Qwest in Arizona? 
Based on the most recent data: the observed average service life in 
the buried cable-metallic account of Qwest in Arizona is 58.8 
years.. . . 
Is Staff proposing a 58.8-year projection life for this account? 
No. The FCC has established “ranges” in which the projection 
lives for various accounts are expected to fall. The FCC uses the 
ranges for determining the cost to be included in the High Cost 
Fund (HCF), for purposes of setting unbundled network element 
(UNE) and interconnection rates, and to determine the 
reasonableness of the price of new services.’ To be conservative, 
Staff is not recommending a revised projection life for any account 
that is longer than the midpoint of the FCC range for that account.8 
This is a reasonable, but conservative, step at this time. For buried 
cable metallic the FCC range for projection lives is 20 to 26 years. 
As a result, the Staff recommendation is a 23-year projection life, 
although the actual current data shows that Qwest in Arizona keeps 
their investment in this account in service much longer than a 23 
year average. Since the investment in this account is already 12.4 
years old on average, the observed life indication is over 58 years, 

Q. 
A. 

As can be calculated from column M of Schedule WDA- 12, page 2, attached to the Dunkel Direct 

The data in the chart above was from activities in this account for Qwest in Arizona in the years 2001, 

Paragraphs 34 and 39, FCC Order 99-397 CC Docket No. 98-137, released December 30, 1999. 
For some accounts the existing projection life was supported by the data and we have not changed those 

5 

testimony. 

2002, and 2003. 
7 

8 

existing approved projection lives. Some of those existing projection lives were outside the FCC range. 
But any change in projection lives proposed by Staff are all with the FCC range. 

3 
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3 
4 
5 
6 
7 
8 
9 

10 
11 

12 

13 

14 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 

and Qwest has no plans for massive retirements in this account, the 
expectation that these investments will retire an average of 23 
years after they when into service is very conservative .... 
Does this recommendation assume the future will be identical 
to the past? 
No. This proposal does not assume that the future will be identical 
to the past. Using 23 years instead of the “observed” 58 years 
average life means Staff has included a generous allowance for the 
possibility that the investments may live a shorter average life in 
the fiture than they have in the past. 

Q. 

A. 

It was also clear from my Direct Testimony that I included an analysis of Qwest’s future 

plans in Arizona in my depreciation life analysis. This was explained in more detail 

starting on page 34 of the Dunkel Direct, which states as follows: 

Q. Is Qwest planning any widespread retirement of buried 
metallic cables? 

No. There are three different Qwest sources that indicated that 
Qwest is not planning a massive retirement of the existing buried 
cable metallic investments: 

A recent Wall Street Journal Article stated: 

Qwest Communications International Inc., the local phone 
company in 14 Western states, has decided to roll fiber out 
only to new housing developments, and its chief executive 
officer, Richard C. Notebaert, has dismissed a blanket 
rollout of the technology as not econ~mical.~ 

In Schedule F-3 of R-14-2-103 standard filing requirements, 
Qwest’s forecast for its construction budget through the year 2005 
is the same construction level it had in 2003, so no massive 
accelerated replacements are forecast by Qwest. l o  

In request WDA 04-1 1 we asked Qwest: 

November 8,2004 Wall Street Journal article entitled “Showdown of the Giants”, by Jesse Drucker, 
Dennis K. Berman and Peter Grant. 
lo Also, see the Confidential file provided by Qwest titled “Inputs-1203.~1s” shows ** 

** 

4 
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3 
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5 
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10 

11 

12 

13 

14 

15 

16 

17 

18 
19 
20 
21 
22 
23 
24 
25 
26 

27 
28 

WDA 04-01 1 (a.) Please provide a copy of any QWEST 
plans for the widespread retirement of Buried Cable- 
Metallic in the distribution portion of the network. 

In response they provided no copy of any such plans. 

As the above excerpts from my Direct Testimony clearly demonstrate, Staffs 

recommended lives were not “estimated based solely on historical mortality data.” Mr. 

Wu has misrepresented the Staff testimony and position. 

- 

In addition to my Direct Testimony, the Staff had already directly told Qwest in response 

to data requests that Staffs recommended depreciation lives did not rely solely on the 

observed life data. 

Below is Qwest’s request 9-4 to the Staff, and the Staffs responses. This Staff response 

was hand delivered to Qwest on December 6,2004, which is 14 days prior to Qwest 

filing Mr. Wu’s Rebuttal testimony. 

REQUEST NO.: Qwest 9-4 

Please identify all instances (of which you are aware) in which the asset 
lives approved by the Arizona Corporation Commission for Arizona 
utilities and used for purposes of setting Anzona intrastate depreciation 
rates relied solely on observed lives data. Please provide a copy of any 
documentation that supports your answer. 

STAFF RESPONSE 9-411 

We object to this request in that it assumes that the Staff proposed lives 
were “based solely on the observed life data.” We fwther object in that 

The response also said “Finally, we object to this request because it seeks to have Staff gather I I  

information for Qwest which is part of the public record and is as readiIy available to Qwest as to Staff. 
Qwest can obtain copies of prior ACC orders in the Commission’s Docket Control during normal business 
hours. ‘‘ 

5 
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this is not designed to produce relevant or admissible information (no 
party has proposed lives “based solely on the observed life data.”) 

Q. Elsewhere in his Rebuttal, does Mr. %Vu repeat this misrepresentation of the Staff 

testimony? 

A. Yes. On page 5-6 of my Direct Testimony I stated: 

Failure to depreciate over the “service life” violates the ACC and 
USOA (Uniform System of Accounts) depreciation requirements. 
(Emphasis added) 

Starting on line 21 of page 1, MY. Wu’s Rebuttal Testimony, Mr. Wu drastically 

misstated this portion of my testimony. Referring to this sentence in my testimony, he 

claimed: 

“Staffs Mr. Dunkel testifies: (1) utilizing depreciation lives less than implied 
by historical retirement rates “violates the ACC [sic] and USOA (Uniform 
System of Accounts) depreciation requirements and (2) that end-of-year 2003 
rather than beginning-of-year 2003 reserve balances should be used to develop 
depreciation rates used for test year 2003.” (Emphasis added) 

Direct Testimony and Schedules of William Dunkel on Behalf of Staff of the 
Arizona Corporation Commission, Docket No. T-0105 1B-03-0454 and N0.T- 
00000D-00-0672, November 2004, pp 5-6. 

I had actually said that “Failure to depreciate over the ‘service life” violates these 

requirements. Mr. Wu misstates my testimony by falsely claiming that I testified that“ 

utilizing depreciation lives less than implied by historical retirement rates” violates 

these requirements. 

6 
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4 
5 
6 
7 
8 
9 

10 
11 
12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

’* This section of his testimony starts on page 3, line 16 of his Rebuttal and goes through page 11 (except 
for the question and answer which begins on page 8). 
l3  On page 4, of Wu Rebuttal testimony, starting on line 7; page 5, of his Rebuttal testimony, starting on 
line 20; lines 26-27 of Wu Rebuttal testimony page 5 ;  On page 6, of his Rebuttal testimony, starting on line 
19; On page 7, of his Rebuttal testimony, starting on line 12; On page 10, of his Rebuttal testimony, starting 
on line 1 ; On page 10, of his Rebuttal testimony, starting on line 24; and on page 1 1, of his Rebuttal 
testimony, starting on line 15. 

I determined the expected service life by considering many things other than just historic 

retirement rates, as discussed elsewhere in this testimony. For example, as previously 

discussed, on page 33 of my Direct Testimony I stated: 

For buried cable metallic the FCC range for projection lives is 20 to 26 
years. As a result, the Staff recommendation is a 23-year projection life, 
although the actual current data shows that Qwest in Arizona keeps their 
investment in this account in service much longer than a 23 year average. 
Since the investment in this account is already 12.4 years old on average, 
the observed life indication is over 58 years, and Qwest has no plans for 
massive retirements in this account, the expectation that these investments 
will retire an average of 23 years after they when into service is very 
conservative ... 

I said that depreciation should be over the service life, but I did not saying the expected 

service lives cannot be “ less than implied by historical retirement rates.” In fact, for the 

major accounts the projected service lives I propose are less than the historic liyes, as 

previously discussed. 

Q. What did Mr. Wu do after he misstated your testimony? 

A. After he misstated my testimony, he then extensively rebutted the statement he had 

created. He presented extensive arguments and evidence demonstrating why depreciation 

lives should not be “estimated based solely on historical mortality data.” In at least eight 

different locations in that sectionI2 of his testimony, Mr. Wu makes it clear that he is 

demonstrating why depreciation lives should not be estimated based solely on historical 

mortality data.13 

7 



1 

2 This section of his testimony is not applicable to the position presented by any opposing 

3 

4 

5 

6 

7 Q. Are there other sections of Mr. Wu’s Rebuttal Testimony that are not relevant? 

party or witness. No witness in h s  case, other than Mr. Wu, ever discussed depreciation 

lives “estimated based solely on historical mortality data.” No witness in this case is 

proposing depreciation lives “estimated based solely on historical mortality data.” 

8 A. 

9 

10 

11 

12 

13 

14 

15 
16 
17 
18 
19 
20 

21 

22 

23 

24 

Yes. Mr. Wu makes several references to the determination of depreciation expense 

under the TELRIC requirements for purposes of determining Interconnection or UNE 

rates. Costs for Interconnection and UNE rates are determined under TELRIC 

requirements. The cost requirements for Interconnection and UNE rates are different 

from the rate of return regulation req~irements.’~ In fact Section 252 (d) (l)(a) (i) of the 

Federal Telecommunication Act states that “Interconnection and network element 

charges” 

(A) shall be- 

(i) based on the cost (determined without reference to a rate-of-return or 
other rate-based proceeding) of providing the interconnection or network 
element (which ever is applicable), 

Determining depreciation expense under the TELRIC rules for purposes of determining 

UNE and Interconnection rates is not applicable to my depreciation testimony in this 

proceeding. 

There are some similarities, for example the FCC depreciation “ranges” were used in regulation of the 14 

price capped LECs and also used in TELRIC depreciation. 



1 Q. What portions of Mr. Wu’s Rebuttal are addressing the requirements for 

2 determining TELRIC depreciation costs for purposes of determining 

3 Interconnection and/or UNE rates? 

4 A. MI. Wu is addressing TELRIC costs for purposes of determining Interconnection and/or 

5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 

25 

26 

27 

28 

29 

UNE rates in the following section of his testimony: 

The Illinois and Indiana Commission Orders discussed on page 8 of Wu’s 
Rebuttal are Orders addressing TELRIC /UNE/Interconnection. l5 

The term “safe harbor” that MI. Wu uses repeatedly in his testimony16 is a term he 
obtained from the above referenced Indiana proceeding on UNE rates and 
collocation”. I did not use the term “safe harbor” in my testimony and the FCC 
Orders which provided the FCC depreciation ranges do not use the term “safe 
harbor. ” 

The FCC NPRM that Mr. Wu refers to and quotes from starting on page 6, line 24 
of his Rebuttal is a NPRM addressing Unbundled Network Elements m s ) .  

The term “economic depreciation” on line 35 of page 6 of the Wu Rebuttal is a 
term from “Section 51-Interconnection” of the FCC rules.’* 

The FCC NPRM that Mi. Wu refers to and quotes from on page 14 of his 
Rebuttal is a NPRM addressing Unbundled Network Elements (UNEs) and 
specifically addresses “TELRIC principles.” 

Tu’s repeated discussions of the determination of TELRIC depreciation costs, whic,, 

are used in setting Interconnection and UNE rates, are not relevant to the depreciation 

testimony which I presented. The TELRIC cost requirements are different than the rate of 

return regulation cost requirements. 

See page 8, line 14 and footnotes 10 and 11 in the Wu Rebuttal Testimony. 15 

l6 For example on page 8 of the Wu Rebuttal. 
l 7  Qwest response to WDA 19-006 
l8 Qwest response to WDA 19-005. 

9 



1 Q. On page 4 and 5 of his Rebuttal Mr. Wu disagrees with the “straight- line method” 

2 of depreciation. What method did Mr. Wu use in the prior depreciation proceeding 
”I 

I 

3 in Arizona? 

4 A. Mi. Wu used the “straight line” method in the prior proceeding in Arizona, as is shown 

‘g 5 by the following Qwest response: 

6 
7 
8 
9 

10 
11 
12 
13 

Request WDA 19-004 (part B) 

B. In calculating the depreciation rates shown on Exhibit 1 attached to 
Mi. Wu’s Direct Testimony dated March 19, 1999 in Docket No. 
T-01051B-97-0689 did Mr. Wu use the straight-line method? 
Begin the answer with “yes” or “no”. If not, what method did Mi. 
Wu use, and provide the documents with support any claim that 
Mr. Wu did not use the straight-line method. 

14 
15 
16 
17 
18 

Qwest Response: 

B. Yes, the straight-line method was used. 

19 

20 Q. On page 7, of his Rebuttal testimony Mr. Wu alleges that Mr. Dunkel advocated 

21 

22 

23 

depreciation lives within the FCC 1995 life ranges. On pages 8 and 17 he alleges the 

FCC life ranges Mr. Dunkel used were established nearly 10 years ago. Does this 

statement accurately state the source of the FCC life ranges you used for the major 
b,> 

24 accounts? 

25 A. No. MI. Wu’s claim that I used the 1995 FCC life ranges misrepresents the source of the 

26 

27 

4 
i 

FCC life ranges that I used for the major accounts. For most major accounts, the FCC life 

ranges I used were from the FCC’s December 1999 Order. 
&?d 

28 

10 
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5 

6 
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8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

The FCC first established depreciation life ranges in 1994 and 1 995.19 However the FCC 

had a later proceeding in which the FCC considered proposed revisions to the 

depreciation life ranges for the major accounts. As a result of that later proceeding, the 

FCC in December, 1999 released Order FCC 99-397 (adopted December 17, 1999 and 

released December 30, 1999) whch changed the depreciation life range for account 2212, 

Digital Switchng, and, based “on recent carrier accounting data and trends”20 rejected 

proposals to reduce the.prescribed projection life ranges in the other major accounts. 

Schedule WDA-S3 attached hereto includes pages from that December 1999 FCC Order. 

Appendix B of that FCC Order shows the “FCC Prescribed” life ranges which the FCC 

adopted in that December, 1999 Order. In my analysis and testimony I used the FCC 

prescribed life ranges fiom Appendix B of that December 1999 Order for all accounts 

which appear on that Appendix B. The accounts that are on that Appendix B contain 81 

percent of the Qwest Arizona investment.21 Schedule WDA-12 in my Direct Testimony 

clearly shows that “FCC 99-397, Released December 30, 1999, Appendix B”22 was a 

source I used for the FCC ranges. 

It is clear that I used the life ranges the FCC prescribed in 1999. On Appendix B of the 

December, 1999 Order the “FCC Prescribed” life range is 12 to 18 years for Digital 

Switching equipment. Prior to that 1999 Order, the FCC prescribed depreciation life 

Order FCC 94-174 release June 28,1994 and Order FCC 95-181 released May 4, 1995. 
Paragraph 14, Order FCC 99-397 (adopted December 17, 1999 and released December 30, 1999). 
The accounts for which the FCC reviewed the life ranges in this 1999 proceeding were Underground 

Metallic Cable, Buried Cable -Metallic, Aerial Cable-Metallic, Circuit Equipments-Digital, and Switching 
-Digital, and all Fiber Cable, accounts (Appendix B, Order FCC 95-181). The accounts for which the FCC 
reviewed and /or modified the life range in the December, 1999 Order contain 8 1 percent of the Qwest 
Arizona investment (as can be calculated from Schedule WDA-12, page 3). 
22 “Sources” Footnote, Schedule WDA-12, page 5, attached to the Dunkel Direct. 

19 

20 

21 

11 



1 

2 

range for this Digital Switching equipment was 16 to 18 years. Page 5 of 5 of Schedule 

IDA-12 attached to my Direct Testimony in this proceeding shows that for account 

3 

4 

5 

6 

7 

8 

2212 Digital Switching, the FCC life range that I used was 12 to 18 years, which is the 

range from the 1999 Order, not the range from the FCC 1995 or 1994 Orders. 

For the Digital Switchng account, the 15.0 year Staff Recommended Life in Column E 

of Page 5 of 5 of Schedille WDA-12 attached to my Direct Testimony is the mid point of 

the 12 to 18 years life range that was first established by the FCC in December, 1999. It 

9 

10 

is not the midpoint of the 16 to 18 year life range that was established by the FCC in 

1994/1995. Mr. Wu’s claim that I advocates “the FCC’s 1995” life ranges misrepresents 

11 my testimony. 

12 

13 Q. On page i (Executive Overview) of Mr. Wu’s Rebuttal Testimony, Mr. Wu claims: 

14 
15 parameters. 
16 

RUCO concurs in the use of Commission prescribed lives and 

17 What did RUCO say their position was on these issues? 

18 A. Attached as Schedule WDA-S4 are RUCO’s responses to three different Staff Data 

19 Requests.23 In these requests Staff asked RUCO what depreciation lives or future net 

20 salvage parameters RUCO supported in this proceeding. To all three requests, the RUCO 

21 complete answer was: 

22 
23 on this issue.” 
24 or: 
25 
26 on this issue.” 

“RUCO has not performed a depreciation study and thus, has no position 

“RUCO has not performed a depreciation study and thus, has no opinion 

~~ ~ 

Staff requests to RUCO, WDA 1.8, WDA 1.9, And WDA 1.10, and RUCO’s responses. 

12 
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1 

2 Q. On page 12 of his Rebuttal Mr. Wu discusse 

7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 

30 

31 

32 

33 

34 

the fact that “Qwest’s comp titors” do 

3 

4 

5 

6 A. Yes. MCI’s response to question 4-1 in Qwest’s fourth set of data requests is shown 

not follow the utility regulatory depreciation rules. Is it clear from an MCI 

discovery response that MCI does not maintain records following the Uniform 

System of Accounting (USOA) requirements? 

below: 

Qwest Request 4- 1. 

At Pages 7-18 of the Brosch Testimony, Mr. Brosch proposes to disallow 
Qwest’s image advertising costs in the calculation of Qwest’s revenue 
requirement. 

a. 
b. 

Do you incur costs for product advertising in Arizona? 
Do you incur costs for image advertising costs (sic) in Anzona? If 
so, what portion (expressed as a percentage) of your advertising 
costs over the past three calendar years have been for image 
advertising? 

MCI Response: 

a. Yes. 
b. Because MCI maintains its financial records according to 

Generally Accepted Accounting Principles (GAAP) rather than 
pursuant to the FCC’s Part 32 Uniform System of Accounts, 
MCI does not allocate image advertising on any jurisdictional 
basis, i.e., to separate states. For this reason, MCI is unable to 
provide a response to this question. (emphasis added) 

It is clear from this response that MCI does not follow the FCC Part 32 Uniform System 

of Accounts (USOA) requirements. As discussed on pages 46-54 of my Direct 

Testimony, there are several reasons the CLEC/IXC “financial reporting” lives cannot be 

used as Qwest’s regulated utility lives. These reasons are: (1) CLEC/IXC’s depreciation 

rates are not calculated consistent with the USONACC requirements; (2) the IXCs are 

13 
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2 

3 

4 

5 

6 

7 

8 

9 

10 

11 Q. 

12 

13 A. 

14 

15 

16 

17 

18 Q. 

19 
20 
21 
22 
23 
24 

different than the ILECs, as the FCC has stated; (3) the “percent reserve” or other 

parameter used in calculating the depreciation rate for a specific Qwest account shouId be 

the Qwest values, not a CLEC’s or IXC’s values; (4) and there would be a mismatch of 

the way utility regulated depreciation rates are applied if depreciation rates are calculated 

on a different standard. 

111. BSI’s Failure to Pay Construction Charges for the Qwest “Video Only” 

Remote Terminals 

Does Mr. Grate acknowledge that BSI did not pay construction charges for the 

“video only” Qwest Remote Terminals? 

Yes. On page 110, lines 9-12 of h s  Rebuttal testimony Mr. Grate admits that BSI did not 

pay construction charges for the “video only” Qwest remote terminals. He also 

acknowledges that ** 
* *24 

On page 109 of his Rebuttal Testimony Mr. Grate states that 

Qwest, as the entity who would own the cabinets and cable, incurred 
the construction costs and placed the investment on its books. BSI, as 
the entity who would own in the shelves and cards needed to provide 
its cable services, incurred the cost for purchasing and placing the 
electronics and placed the investment on its books. 

24 Page 112, line 1, Rebuttal Testimony of Philip E. Grate. 

14 
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** 1 

2 

3 

4 A. Yes. The remote terminal investments I used in my adjustment2’ were only the 

** 

5 

6 

7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 

29 

30 

31 

investments that were on the Qwest books. I did not include the investments that were 

on the BSI books. I was careful to distinguish the Qwest investment fiom the BSI 

investment. This is shown in the following discovery that produced the Qwest remote 

terminal investment figures which I used in my adjustment: 

Request WDAl7-008 

(d) Separately for each of the 10 locations selected in part (a), provide 
the dollar amount of the Engineer, Furnish and Install (EF&I) 
investment for the cabinet, site preparations, connection to the 
electric utility and other items owned by Qwest “core” company at 
that location. (Note, the “video” USAM electronics, and any 
other items owned by BSI, should not be included.) (emphasis 
added) 

Qwest Supplemental Response Dated 1 1 /03/04: 

(d) For each of the 10 sites selected, Confidential Attachment B shows 
the total labor associated with cabinet installation, including EF&I, 
the site preparations and connection to the electric utility. The 
material charges for the cabinet and other material costs associated 
with the cabinet are separately identified in the attachment. The 
capital investment at each location shown on the attachment is 
owned by Qwest “core” company. (emphasis added) 

The investments figures used in my adjustment include only the investments on the 

Qwest books. The investments on the BSI books were not included. The term “EF&I” 

25 Schedule WDA-18, attached to the Dunkel Direct Testimony. 
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15 

16 
17 
18 
19 

20 

21 

22 

23 

24 

used in the above response means “Engineer, Furnish and Install”, so this statement 

applies to installation and engineering, as well as the materials.26 

Q. On page 112 and 113 of his Rebuttal Testimony Mr. Grate alleges that allowing BSI 

to use the Qwest cabinets and cables without paying construction charges ** 

** is appropriate, because 

** 

27** (emphasis added) 

Is this a valid reason? 

A. No. Under collocation, the CLEC is responsible for providing and installing the CLEC’s 

equipment in the space that it rents from Qwest. Section 8.1.1.3 of Qwest’s SGAT 

(Statement of Generally Available Terms and Conditions For Interconnection) states: 

CLEC is responsible for the procurement, installation and on-going maintenance 
of its equipment as well as the cross connections required within CLEC’s leased 
Collocation space.7728 

The fact that BSI ** 

** does not help recover the Qwest cabinet investment. 

The ** ** charges that BSI pays to Qwest for using the Qwest remote terminals are 

the recurring charges. The remote terminal recurring charges cover maintenance and 

26 “Furnish” means furnishing the materials. 
Page 112 of the Rebuttal Testimony of Mr. Grate 
Section 8.1.1.3 pertaining to Cageless Physical Collocation. Similarly Section 8.1.1.2 under Caged 

Physical Collocation states “CLEC is responsible for the procurement, instalIation and on-going 
maintenance of its equipment as well as the cross connections required within the cage.” Section 8.2.7 
“Terms and Conditions-Remote Collocation” points to these requirements as applying to Remote 
Collocation. 

27 

28 
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23 

certain power 

any of the depreciation expense on that Qwest cabinet investment, or allow for any return 

on that Qwest cabinet investment. 

but do not cover any of the Qwest investment in the cabinets, or 

The “Collocation: Remote Terminal” costs study which supports the remote terminal 

collation rates which Qwest applied in 2003 states: 

** 

30 

The page from the Qwest cost study that contains the above quoted statement is attached 

hereto as Schedule WDA-S 1. 

The ** 

** BSI has not paid the rate that includes recovery of 

the Qwest investment in the cabinets. 

Along with some minor administrative and overhead costs. 
Executive Summary, page 1, Qwest “Collocation: Remote Terminal” cost study, provided by Qwest as 

29 

30 

Confidential Attachment A to Qwest’s response to request WDA 21-001. It also says - 

(emphasis added) 
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17 

18 

19 

20 

21 

22 

There are also approximately ** 

Qwest voice cards and BSI video cards (“shared  remote^").^^ My adjustment34 addresses 

only the “video only” remote terminals. Since the “video only” remote terminals were 

constructed specifically to meet BSI’s needs, construction charges should have applied, 

and these construction charges that BSI did not pay are what I am addressing in my 

adjustment. 

** other Qwest remote terminals whch contain both 

MI. Grate is correct when he points out that ** 

** at these “shared remote” locations, and therefore is not covering any 

of the Qwest cabinet investment at those locations, and is not supporting any of the 

Qwest depreciation expense or cost of money requirements on those Qwest cabinet 

investments. I made no dollar adjustment for the fact that BSI ** 

** charges for the “shared remotes”, but the 

Commission should order that BSI (and any other Qwest affiliate) in the future pay the 

non-recurring remote terminal collocation charges (along with the recurring charges) 

when they utilize the Qwest remote terminals. 

IV. Qwest’s Separation to the Intrastate Jurisdiction of the Majority of the Cost 

of Interstate DSL Service 

Qwest’s response to WDA 12-003. 
The adjustment on Schedule WDA- 18, attached to the Dunkel Direct testimony. 

33 

34 

- 
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33 

34 

On page 95 of his Rebuttal Testimony Mr. Grate states “Qwest acknowledges that 

there is an inherent conflict between the FCC’s language” in paragraph 23 of the 

FCC Freeze Order and what is Qwest’s interpretation of that Order, but asks the 

Commission to adopt the Qwest interpretation. Should Qwest’s interpretation be 

adopted over the FCC’s language in the Freeze Order? 

No. The FCC in paragraph 23 of the Freeze Order says there is an exception to the freeze: 

23. Similarbj, we find that in order to relieve all carriers of performing 
traffic or relative-use studies for separations purposes, all 
allocation factors used to assign Part 36 categories, subcategories, 
or fwther subdivisions to the state or interstate jurisdictions shall 
be frozen utilizing the factors calculated for the calendar year 
2000. Categories or portions of categories that have been directly 
assigned in the past, however, will continue to be directly 
assigned to each jurisdiction. In other words, the frozen 
factors shall not have an effect on the direct assignment of 
costs for categories, or portions of categories, that are directly 
assigned. Since those portions of facilities that are utilized 
exclusively for services within the state or interstate jurisdiction 
are readily identifiable, we believe that the continuation of direct 
assignment of costs will not be a burden on carriers, nor will it 
adversely impact the stability of separations results throughout the 
freeze.60 (emphasis added) 

Footnote 60. Examples of facilities in which a portion can be directly 
assigned include, Central Office Equipment- Category 2, Tandem 
switching equipment and Cable and Wire Facilities-Category 2, 
Wideband and exchange trunk. See 47 C.F.R. $ 5  36.124 and 
36.155. 

It is clear from the FCC language that there is an exception to the freeze. The FCC 

language above uses the word ”however” to indicate the existence of an exception. The 

FCC language also recognizes that because of this exception the carriers will have to do 

some additional analysis but determined that additional analysis ‘‘will not be a burden on 

carriers”. 



. ...J 

As I will iscuss below, the Part 36 rules adopted in the Freeze Order also repeatedly 

state there is an exception to the fi-eeze, so the rules adopted by the FCC are consistent 

with what the FCC said in paragraph 23. 

6 Q. On pages 88 and 95 of his Rebuttal Testimony, Mr. Grate indicates that his 

7 

8 

9 A. No. The section of the FCC Part 36 separation rules that immediately precedes section 

recommendation regarding the treatment of the private line/directly assigned cost is 

based on paragraph 36.3(b). Is this a valid basis? 

10 

11 

12 

13 

14 

15 

16 

17 

18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 

36.3(b) specifically says that “[dlirect assignment of private line service costs between 

jurisdictions shall be updated annually.” (Part 36.3 (a)) 

The fact that this requirement is not repeated in section 36.3(b) does not mean this 

requirement does not exist in the FCC Part 36 separation rules. Mr. Grate wants to skip 

over the first step, and only consider the second step. 

The general rules being discussed are as follows: 

Subpart A - General 

8 36.3 Freezing of jurisdictional separations category relationships 
and/or allocation factors 

(a) Effective July 1, 2001, through June 30,2006, all local exchange 
carriers subject to Part 36 rules shall apportion costs to the 
jurisdictions using their study area andor exchange specific 
separations allocation factors calculated during the twelve month 
period ending December 3 1 , 2000, for each of the categories/sub- 
categories as specified herein. Direct assignment of private line 
service costs between jurisdictions shall be updated annually. 

22 
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Other direct assignment of investment, expenses, revenues or 
taxes between jurisdictions shall be updated annually. Local 
exchange carriers that invest in telecommunications plant 
categories during the period July 1,2001, through June 30,2006, 
for whch it had no separations allocation factors for the twelve 
month period ending December 3 1,2000, shall apportion that 
investment among the jurisdictions in accordance with the 
separations procedures in effect as of December 3 1 , 2000 for the 
duration of the freeze. (emphasis added) 

(b) Effective July 1,2001, through June 30,2006, local exchange 
carriers subject to price cap regulation, pursuant to 0 61.41, shall 
assign costs from the Part 32 accounts to the separations 
categoriedsub-categories, as specified herein, based on the 
percentage relationships of the categorizedsub-categorized costs to 
their associated Part 32 ,accounts for the twelve month period 
ending December 3 1 , 2000. If a Part 32 account for separations 
purposes is categorized into more than one category, the 
percentage relationship among the categories shall be utilized as 
well. Local exchange carriers that invest in types of 
telecommunications plant during the period July 1 , 2001 , through 
June 30, 2006, for which it had no separations category investment 
for the twelve month period ending December 3 1,2000, shall 
assign such investment to separations categories in accordance 
with the separations procedures in effect as of December 3 1,2000. 

(1) Local exchange carriers not subject to price cap regulation, 
pursuant to 4 61.41, may elect to be subject to the 
provisions of 9 36.3(b). Such election must be made prior 
to July 1, 2001 ...,. 

32 Mr. Grate’s effective interpretation of the above is that “[dlirect assignment of private 

33 line service costs between jurisdictions shall” not “be updated annually. Other direct 

34 

35 

assignment of investment, expenses, revenues or taxes between jurisdictions shall” not 

“be updated annually.” Qwest’s self-serving “interpretation” of the above Part 36 

36 

37 

requirement is the exact opposite of what Part 36 actually says. 
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Mr. Grate argues that Qwest can ignore the statement in 36.3(a) because “the specific rule 

controls” over a general rule.35 The rule that specifically states how the private line costs 

are to be treated is rule 36.3(a), which says “[dlirect assignment of private line service 

costs between jurisdictions shall be updated annually. Other direct assignment of 

investment, expenses, revenues or taxes between jurisdictions shall be updated 

annually.” Paragraph 36.3(b) contains no specific mention of private line costs or direct 

assigned costs. 

The above private line/direct assignment rule applies to the interstate DSL service at 

issue in #is case. As discussed on page 5 of my Direct Testimony, the FCC has declared 

that DSL service used for Internet access is an interstate “Special Access” service 

(interstate “special access” is a form of interstate “private line” service),36 and for 

separations purposes DSL is considered a “wideband” service.37 

Section 36(a) and (b) discussed above are from the “General” section of Part 36. The 

specific Part 36 rule adopted in the Freeze Order €or separating the circuit equipment 

investment includes the following requirement: 

Direct assignment of any subcategory of Category 4.1 Exchange Circuit 
Equipment to the jurisdictions shall be updated annually. (47 CFR 4 36.126, 
(c) (4))38 (emphasis added) 

35 Page 88 of Grate Rebuttal, lines 6-7. 
” October 30, 1998 FCC “Memorandum Opinion and Order” in CC Docket No. 98-79 (FCC 98-292), 
paragraphs 1,2 and 25) Interstate “Special access” is a form of interstate “private line” service. The FCC 
later extended this ruling to carriers other than just GTE. See the November 30,1998 “Memorandum 
Opinion and Order” in CC Docket Nos. 98-168,98-161, 98-167, and 98-103 (FCC 98-317). 

See Qwest response to WDA 8-15. In jurisdictional separations (47 CFR FCC Part 36) the term 
“wideband” is used. The term “broadband” is not used. 

The above requirement applies to the “Wideband Exchange Line Circuit Equipment-Category 4.1 1 ,” 
which is the category that contains the majority of the DSL circuit equipment direct investment. 

37 

38 

24 
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Mr. Grate argues that Qwest can ignore the statement in 36.3(a) because “the specific rule 

controls” over a general rule.35 The rule that specifically states how the private line costs 

are to be treated is rule 36.3(a), which says “[dlirect assignment of private line service 

costs between jurisdictions shall be updated annually. Other direct assignment of 

investment, expenses, revenues or taxes between jurisdictions shall be updated 

annually.’? Paragraph 36.3(b) contains no specific mention of private line costs or direct 

assigned costs. 

The above private line/direct assignment rule applies to the interstate DSL service at 

issue in this case. As discussed on page 5 of my Direct Testimony, the FCC has declared 

that DSL service used for Internet access is an interstate “Special Access” service 

(interstate “special access” is a form of interstate “private line” service),36 and for 

separations purposes DSL is considered a “wideband” service.37 

Section 36(a) and (b) discussed above are from the “General” section of Part 36. The 

specific Part 36 rule adopted in the Freeze Order for separating the circuit equipment 

investment includes the following requirement: 

Direct assignment of any subcategory of Category 4.1 Exchange Circuit 
Equipment to the jurisdictions shall be updated annually. (47 CFR 5 36.126, 
(c) (4))38 (emphasis added) 

Page 88 of Grate Rebuttal, lines 6-7. 
October 30, 1998 FCC “Memorandum Opinion and Order” in CC Docket No. 98-79 (FCC 98-292), 

paragraphs 1,2 and 25) Interstate “Special access” is a form of interstate “private line” service. The FCC 
later extended this ruling to carriers other than just GTE. See the November 30,1998 “Memorandum 
Opinion and Order” in CC Docket Nos. 98-168,98-161,98-167, and 98-103 (FCC 98-317). 

See Qwest response to WDA 8-15. In jurisdictional separations (47 CFR FCC Part 36) the term 
“wideband“ is used. The term “broadband“ is not used. 

The above requirement applies to the “Wideband Exchange Line Circuit Equipment-Category 4.1 1 ,” 
which is the category that contains the majority of the DSL circuit equipment direct investment. 

35 

36 

37 

35 
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1 

2 The spe ific ac unt rules ay the direct assigned investments “shall be updated 

3 annually”. The specific account rules adopted by the FCC in the Freeze Order are 

4 consistent with paragraph 23 of the Freeze Order and the “General” section of Part 36, 

5 which I previously discussed. 

6 

7 Q. Can you summarize the above discussion? 

8 A. Yes. In summary (1) the FCC discussion in paragraph 23 of the Freeze Order, (2) the 

9 specific account rules in Part 36, and (3) the “general” instruction in Part 36 are all 

10 contrary to the Qwest interpretation, and are all consistent with each other and consistent 

11 with the Staff testimony on the separation of the costs of the interstate DSL service. 

12 

13 The section of the Rules that Mr. Grate relies on (36.3(b)) is a section that does not even 

14 mention private line or direct assigned investments. 

15 

16 Q. On pages 93 and 98 of his Rebuttal, Mr. Grate claims a letter from the FCC 

17 

18 

19 

“indicates that Qwest is interpreting the Freeze Order in the same manner as the 

FCC.” Does that letter address the issue of the direct assignment of the DSL 

investment or otherwise address the area of dispute on this issue? 

20 A. No. That letter from the FCC Staff does not address the direct assignment of the DSL 

21 investment or otherwise address the area of dispute on this issue. 

The wording that “direct assignment . . . to the jurisdictions shall be updated annually” is the same for all 
categories of circuit equipment (Categories 4.1,4.2, and 4.2)38 and major Cable and Wire Facilities (47 
CFR 936.126, (c) (4), (e)(4) and (g(4)). 
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According to Qwest data responses,39 the FCC letter addressed two issues pertaining to 

the Qwest separations of  investment^.^' Those issues were (1) Qwest had filed an original 

2000 ARMIS report, but later filed a revised 2000 ARMIS report. In its 2003 filing, 

Qwest was using information fi-om the original 2000 ARMIS report, instead of fi-om the 

revised 2000 ARMIS report; and (2) In the original Qwest 2003 filing, Qwest froze the 

investment dollars in Cable and Wire Facilities categories 2,3, and 4 at the year 2000 

level, as a result all dollar amount changes were added or subtracted from Cable and Wire 

Facility Category 1 only. 

In short, the FCC Staff letter did not mention or address the issue of the direct assignment 

of the interstate DSL costs. 

13 

14 

15 

16 A. No. In request WDA 20-014 we asked Qwest: 

Q. On page 97 of his Rebuttal, Mr. Grate alleges that Mr. Dunkel’s approach “would 

create a jurisdictional battle” Has the FCC ever rejected a separations cost study 

because the company had directly assigned the DSL investments to interstate? 

17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

(a) Can Qwest provide any instances in which the FCC rejected any 
year 2001 Part 36 Cost Study because (when DSL was used for an 
Internet connection) DSL-related plant COE investment (i.e. 
DSLAM,) were directly assigned to interstate in Part 36? 

(c) Can Qwest provide any instances in which the FCC rejected any 
year 2002 or 2003 Part 36 Cost study because (when DSL was 
used for an Internet connection) DSL-related plant COE 
investment (i.e. DSLAM) was directly assigned to interstate in Part 
3 6? 

39 Qwest responses to WDA 18-002 and. WAS 20-004. 
40 The letter also addressed certain issues pertaining to Billing and Collection services. 
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(e) Can Qwest provide any instances in which the FCC rejected any 
year 2001,2002 or 2003 Part 36 Cost Study because (when DSL 
was used for an Internet connection) DSL-related plant C&WF 
investment (i.e. DSLAM) was directly assigned to interstate in Part 
3 6? 

Qwest’s responses were41: 

Qwest cannot provide any instance where the FCC has ever rejected a separations cost 

study because the company had directly assigned the DSL investments to interstate. 

Q. On pages 98 and 99 of his Rebuttal testimony Mr. Grate claims he also has 

correspondence from NECA “that indicate that Qwest is interpreting the Freeze 

Order in the same manner as the FCC.” Did that letter audit and approve Qwest’s 

separation of DSL costs? 

A. No. The NECA letter did not evaluate Qwest’s treatment of DSL service. Instead it was a 

general letter NECA sent to its member companies in 2001 .42 NECA is an association of 

ILECs, and it must be remembered that the Part 36 Rules are what must be followed in 

separations. 

Q. What is NECA’s current general recommendation pertaining the direct assignment 

of DSL investment to the interstate jurisdiction? 

In parts (b), (c), and (f) we asked Qwest to provide supporting documents if they claimed there were any 

See footnote 81 in the Grate Rebuttal testimony. Also Qwest provided a copy of that NECA letter in 

41 

such cases, and Qwest responded “Not applicable”. 

response to Staff discovery WDA 20-002. 

42 
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1 A. NECA’s recommendation for DSL for the year 2003 Part 36 separations cost studies is: 

2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

13 

14 

15 

16 

17 

18 

19 

Digital Subscriber Line (DSL) 

When used for an Internet connection, DSL service is a wholly 
interstate special access service tariffed at the federal level. In these 
instances, the DSL- related plant investments would be directly 
assigned to interstate in Part 36, and assigned to the special access 
element in Part 69. Operating expenses related to the provision of the DSL 
service would be apportioned following normal part 36 and 69 cost 
allocation procedures, and are not directly assigned. See the DSL cost 
guideline paper on NECA’s web site for more details. (emphasis added) 

The NECA recommendation that contains the above statement is attached hereto as 

Schedule W D A - S ~ . ~ ~  

The Qwest DSL services we are addressing in tlvs case are “wholly interstate special 

access service tariffed at the federal level”. (The reason that 100% of the Qwest DSL 

revenues are assigned to interstate is because it is an interstate tariffed service.) 

20 Q. On page 98 of his Rebuttal testimony Mr. Grate refers to “...the National Exchange 

21 Carrier Association that is responsible for administering the FCC’s Access Charge 

22 

23 

24 A. Not since 1991. Prior to that time, Qwest’s Part 36 separation studies were subject to 

25 

26 

27 NECA administration4 

Plans and related Part 36 costs allocations ...” Are Qwest’s Part 36 cost allocation 

studies subject to NECA audit or otherwise administered by NECA? 

NECA audits. However Qwest stopped participating in NECA “pools”, and therefore 

after 1991 the Qwest Part 36 cost studies have no longer been subject to NECA audit or 

Qwest provided this NECA document in response to request WDA 20-0 1 1. 
Qwest response to WDA 20-013. 

43 
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1 

2 Q. On page 103 of his Rebuttal testimony Mr. Grate argues that studies have not been 

3 

4 

done to separately identify the DSL investments. Is this a valid reason for not 

making the adjustment you present? 

5 A. No. In fact Qwest has already identified the direct DSL investment, and provided those 

6 figures, as shown on Schedule WDA -14 attached to my Direct Testimony. Those are the 

7 investments used in myadjustment. We have the DSL investment figures we need for the 

8 adjustment Staff proposes. 

9 

10 Q. On page 105 of his Rebuttal testimony Mr. Grate argues the DSL cost adjustment is 

11 

12 A. 

13 

14 

15 

16 

17 

18 

19 Q. 

20 

21 
22 

“very one sided.” Is it? 

No. What Qwest is proposing is very one-sided. Under Qwest’s filing, the intrastate 

jurisdiction is assigned the majority of the investments of interstate DSL service, but 

receive none of the revenues.45 That is very one-sided. 

Under the Staff proposal the cost and revenues are treated consistently. Under the Staff 

proposal, neither the revenues, nor the investments for interstate DSL service are in the 

intrastate j Uri sdic ti on. 

On page 96 of his Rebuttal testimony Mr. Grate argues that if the Commission 

disagrees with the Qwest interpretation of the Part 36 rules, the Commission 

“could file a petition for declaratory ruling with the FCC. The FCC is 
in a position to ensure that the Separation rules are uniformly applied 

Assigning none of the revenues to intrastate is appropriate, but the DSL investments also should not be 45 

allocated to intrastate. 
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1 
2 
3 

4 

5 A. 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 Q. 

22 

23 

and that the sum of the interstate in intrastate percentages of the 
regulated rate base equals 100 percent.” 

Is this a valid argument? 

No. Qwest is not the one who decides what the rules are in separations. The Part 36 

procedures must be followed. The Part 36 procedures were established in “Joint Board” 

proceedings in which both State and FCC Commissioners participated. This Commission, 

the FCC, and Qwest are required to abide by the Part 36 separations procedures. If Qwest 

is not following the Part 36 procedures in an intrastate proceeding, then the State 

Commission has the responsibility of enforcing the Part 36 requirements. 

In response to discovery, Qwest admitted that in no past general intrastate rate case in 

Arizona has Qwest submitted its intrastate rate application to the FCC to receive 

verification from the FCC that the separation rules are uniformly applied and that the sum 

of the intrastate in intrastate percentages of the regulated rate base equals 100 percent.46 

V. “Condition Percent” Used in Reconstruction Cost New Less Depreciation 

(RCNLD) 

In your Direct Testimony you calculated the “condition percents” to be used in 

RCNLD. As stated in your direct, these “condition percents” factors are used in the 

“fair value” rate base calculation, but are not used in the “original cost rate base” 

46 Qwest response to WDA 20-009. 
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1 

2 appropriate? 

3 A. Yes. On page 3, lines 4 and 5 she agreed with a major correction which I had presented. 

4 As a result she reduced her RCNLD figure by over $912 million. The RCNLD figure in 

5 the Hughes Direct Testimony was $4,667,243,928,47 but the Qwest Rebuttal RCNLD is 

6 $3,764,710,307.48 

7 

calculations. In her rebuttal did Ms. Hughes agree that one of your corrections was 

8 Q. After that huge correction by Qwest, are there still some areas of disagreement 

9 

10 A. Yes. Other than the difference in depreciation lives, Ms. Hughes has two remaining 

11 

12 

pertaining to the RCNLD calculation? 

disagreements with my “condition percent” ca lc~la t ion~~.  According to page 6 of the 

Hughes Rebuttal, these two differences have a combined impact on the RCNLD of $3 

13 million based on Staffs depreciation lives and survivor curves.5o 

14 

15 Q. To explain one of these two issues, on page 4 of her Rebuttal testimony Ms. Hughes 

16 states that for the Buried Cable-Metallic account, yous1 show the remaining life for 

17 the 1967 and prior vintages as zero but: 

18 
19 

“By comparison, the remaining life in my analysis is held constant at  
0.50 year for the older surviving plant vintages to reflect the fact that 

Page 8, Direct Testimony of Nancy Heller Hughes. 
Page 6, Rebuttal Testimony of Nancy Heller Hughes. This difference was a result of the Qwest 

41 

48 

“Condition Percent” changing fiom 56% in the Qwest Direct Testimony to 45% in the Qwest Rebuttal 
Testimony, as a result of the correction presented the in Dunkel Direct Testimony. 

Starting on page 3 of her Rebuttal Ms. Hughes states that in her Rebuttal “For accounts and vintages that 
are depreciated using the ELG procedure, the remaining lives and average service lives were calculating 
using ELG depreciation. For the other vintages, remaining lives and average service lives were calculated 
using VG depreciation.“ This is the same as I did in my Direct Testimony, so this is not a difference. 

issues on the RCNLD is $9,340,703, based on Qwest’s depreciation lives and survivor curves. 

49 

According to Attachment B to the Qwest response to Staff request WDA 21-006, the impact of these two 

If the Qwest proposed life is used. 

50 

51 
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1 I. 
2 
3 

4 Q. 

5 A. 

6 

7 

8 

9 Q. 

10 

11 A. 

12 

13 Q. 

14 A. 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

IDENTIFICATION OF WITNESS AND INTRODUCTION 

PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS ADDRESS. 

My name is Thomas M. Regan. I am employed as an economist with the firm of 

William Dunkel and Associates. My business address is 8625 Farmington 

Cemetery Road, Pleasant Plains, Illinois, 62677. 

ARE YOU THE SAME THOMAS M. REGAN WHO FILED DlRECT 

TESTIMONY IN THIS PROCEEDING? 

Yes. 

WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY? 

The purpose of my Surrebuttal testimony is to respond to the Testimony of Dr. 

Johnson filed on behalf of RUCO, to respond to the Direct testimony of Mr. Price 

filed on behalf of MCI, to respond to the Direct testimony of Mr. Lafferty filed on 

behalf of Cox, to respond to the Rebuttal testimony of Mr. Teitzel filed on behalf of 

Qwest, to respond to the Rebuttal testimony of Mr. McIntyre filed on behalf of 

Qwest and to respond to the Rebuttal testimony of Ms. Million filed on behalf of 

Qwest in this proceeding. 

2 



1 11. 

2 

3 Q. 

4 

5 

6 

7 A. 

8 

9 

10 Q. 

11 

12 

13 

14 

15 A. 

16 
17 
18 
19 
20 
21 
22 
23 
24 

25 Q. 

26 
27 
28 
29 

THE PROPER CALCULATION OF TSLRIC 

ON PAGE 21 OF YOUR DKECT TESTIMONY, YOU STATED THAT THE 

TSLRIC OF RESIDENTIAL BASIC LOCAL EXCHANGE SERVICE (1FR) IS 

** 

ALSO REACH THIS CONCLUSION? 

Yes .  As shown on Dr. Johnson’s Table 1 in his testimony, Dr. Johnson has 

calculated the TSLRIC of residential basic local exchange service to be ** 

**. DID RUCO’S WITNESS, DR. JOHNSON, 

** 

IN YOUR DIRECT TESTIMONY, YOU DEMONSTRATED THAT THE 

PROPERLY CALCULATED TSLRIC OF BASIC LOCAL EXCHANGE 

SERVICE DOES NOT INCLUDE ANY OF THE SHARED LOOP OR PORT 

FACILITY COSTS. DOES RUCO’S ECONOMIST WITNESS ALSO 

ACKNOWLEDGE THIS PRINCIPLE? 

Yes. On page 53, lines 5-9, 

Although loop and port costs are required for the provision of local 
exchange, custom calling, switched access, and toll service, there is no 
universally accepted method of allocating these costs. Differences in the 
allocation percentage or method can result in very significant differences in 
the cost study results. That is one reason why I prefer a “pure” TSLRIC 
approach, which doesn’t allocate shared costs to individual services. 
(emphasis added) 

ON PAGE 2, LINE 13 OF HER REBUTTAL, MS. MILLION STATES: 

FIRST, WHILE IT MAY BE TRUE THAT THE OTHER MAJOR 
SERVICES LISTED BY MR. REGAN ARE PROVIDED OVER 
QWEST’S LOOP AND PORT FACILITIES, THEY ARE NOT THE 
REASON FOR QWEST’S DECISION TO INVEST IN THOSE 

3 
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1 
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4 
5 
6 
7 
8 
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, 

10 

11 

12 

13 A. 

14 

15 

16 

17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 Q. 

34 

35 

FACILITIES ...Q WEST’S DECISION TO INVEST IN ADDITIONAL 
LOOP AND PORT FACILITIES IS BASED ON THE PROVISIONING 
OF LOCAL DIAL TONE TO CONSUMERS. MR. REGAN’S 
SUGGESTION THAT THE APPROPRIATE WAY TO CALCULATE 
QWEST’S TSLRIC COST FOR BASIC LOCAL EXCHANGE SERVICE 
IS TO EXCLUDE THE COST OF THE LOOP AND PORT ENTIRELY 
IGNORES THIS REALITY. 

SHOULD THIS COMMISSION ACCEPT MS. MILLION’S IMPLICATION 

THAT BASIC LOCAL SERVICE REVENUES ARE THE ONLY REVENUES 

THAT QWEST CONSIDERS WHEN MAKING THE DECISION TO INVEST IN 

LOOP AND PORT FACILITIES? 

Absolutely not. Qwest responded “No” to my Data Request WDA 19-1 3(a and b), 

where I asked Qwest the following questions: 

Data Request WDA 19- 1 3 : 

A. Is it Ms. Million’s testimony that Qwest’s decision to invest in 
additional loop and port facilities is based on solely the revenue that 
Qwest expects to receive for basic local service? 

B. Is it Ms. Million’s testimony that when Qwest decides to invest in 
additional loop and port facilities, Qwest does not consider the 
revenues that it expects to receive from vertical services, switched 
access or toll services? 

Qwest’s Response: 

A. No. 

B. No. 

DO YOU HAVE ADDITIONAL EVIDENCE THAT CLEARLY 

DEMONSTRATES THE FACT THAT QWEST DOES RECOGNIZE THAT 

SERVICES OTHER THAN JUST BASIC LOCAL SERVICE CONTRIBUTE TO 

4 
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2 

3 

4 

5 

6 

7 
8 
9 

10 
11 
12 
13 
14 

15 

16 

17 
18 
19 
20 
21 
22 

23 

24 

25 

26 

27 

28 

THE RECOVERY OF QWEST’S TOTAL COSTS OF SERVING ITS 

CUSTOMERS? 

Yes. For example, on page 66 of his Rebuttal testimony, Mr. Teitzel is responding 

to a statement made by RUCO’s witness Dr. Johnson. In this response, Mr. Teitzel 

A. 

clearly admits that it is true that “Qwest doesn’t rely exclusively on its basic 

monthly rate to recover its costsy7. Mr. Teitzel states: 

Dr. Johnson supports his Table 2 by saying ‘Qwest doesn’t rely exclusively 
on its basic monthly rate to recover its costs, nor do any of its competitors.’ 
He is correct. Qwest does receive revenues from other services that 
contribute to the overall cost of serving a customer, just as Qwest’s 
competitors do. 

In addition, Qwest’s Executive Vice President-Retail Markets for USWC, Inc., C.J. 

Bernard clearly indicated that Qwest considers the total revenues, not just the basic 

exchange service revenues: 

In the voice world today that $12 to $14 access line really represents 
anywhere from $60 to $80 a month as we add those vertical features. The 
same thing in the data world. That’s how any of us in this business think 

1 

about it. 

Ms. Million’s implication that Qwest’s decision to invest in loop and port facilities 

is based only on the revenues Qwest expects to receive from basic local exchange 

service is absolutely false, and should be disregarded. 

C.J. Bernard, Executive Vice President-Retail Markets for USWC, Inc. “Turning DSL Into Dough Is The I 

Goal of US WEST”, Telecommunications Reports, December 13,1999, page 35. 
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1 111. 
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3 Q- 

4 
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7 A. 

8 

9 

10 

11 

12 

13 Q. 

14 

15 

16 A. 

17 

18 

19 

20 
21 
22 
23 

THE PROPER IDENTIFICATION OF A “SUBSIDY” 

IN ITS REBUTTAL TESTIMONY, QWEST MAKES NUMEROUS CLAIMS 

REGARDING “SUBSIDIES” THAT QWEST ALLEGES EXIST IN QWEST’S 

RATES.* WHAT MUST BE DEMONSTRATED IN ORDER FOR A SERVICE 

TO BE PROPERLY CONSIDERED TO BE RECEIVING A “SUBSIDY”? 

As discussed below, in order for a service to be properly considered to be receiving 

a subsidy, it must be demonstrated that the rate charged for that service is below the 

service’s properly calculated Total Service Long Run Incremental Cost (TSLRIC). 

If the rate charged for the service is equal to or above the TSLRIC of the service, 

the service is not receiving a subsidy. 

HAS QWEST ACKNOWLEDGED THE FACT THAT A SERVICE IS NOT 

RECEIVING A SUBSIDY IF IT IS PRICED EQUAL TO OR ABOVE ITS 

TSLRIC? 

Yes. Qwest responded “Yes” to Data Request WDA 19-12(f), where I asked Qwest 

the following question: 

Data Request WDA 19-12: 

F. Is it a correct statement that as long as a service is priced equal to or above 
its Total Service Long Run Incremental Cost (TSLRIC), that service is not 
properly considered to be receiving a subsidy? 

For example, see Teitzel Rebuttal testimony page ii, page iii, page 34 line 3, page 37 line 18, page 43 line 5,  2 

page 45 lines 9, 10 and 18, page 46 line 11, page 56 line 3, page 65 line 19, page 66 line 8, page 67 line 2, 
page 73 line 10 and Million Rebuttal testimony page 4 line 18, page 5 line 18 and line 2 1, page 6 lines 5 ,  15, 
18 and 21, page 12 lines 5 ,7  and 9, page 15 line 22, page 16 line 3. 
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4 
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9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q. 

A. 

Q. 

Qwest’s Response: 

F. Yes. 

As Qwest acknowledged, a service is not properly considered to be receiving a 

subsidy as long as the service is priced equal to or above its TSLRIC. 

YOU INDICATED THAT A SERVICE IS NOT RECEIVING A SUBSIDY AS 

LONG AS IT IS PRICED EQUAL TO OR ABOVE ITS TSLRIC. HOWEVER, 

ARE THE PRICES FOR SERVICES GENERALLY PRICED ABOVE TSLRIC? 

Yes. Pricing at least equal to TSLRIC prevents a service from being subsidized, 

however prices for services are generally set above TSLRIC. The reason is that the 

TSLRIC only includes the costs that are caused directly by the individual service 

being addressed. Costs that are shared or are common to more than just the 

individual service being addressed are not included in the TSLRIC. Nevertheless, 

the shared and common costs must be recovered in the rates charged for services. 

Therefore, services are generally priced above TSLRIC to contribute toward the 

shared and common costs. If all services were priced just equal to TSLRIC, it 

would be correct that no service would be receiving a subsidy, however, the shared 

and common costs would not be recovered. The prices for services should be set in 

a manner such that the overalI contribution from the whole family of services is 

sufficiently above TSLRIC to recover the shared and common costs. 

THE MAJORITY OF QWEST’S CLAIMS REGARDING “SUBSIDIES” AND 

“IMPLICIT SUBSIDIES’ PERTAIN TO RESIDENTIAL BASIC LOCAL 

7 
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2 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 Q. 

15 

16 

17 

18 

19 A. 

20 

21 

22 

PROFITABLY SERVE CUSTOMERS AT CURRENT RATES.” DO YOU 

AGREE WITH DR. JOHNSON? 

Yes. I agree that directory advertising revenue is important to consider when 

assessing the profitability of serving customers. However, the “overall analysis” 

that I originally presented in my Direct testimony does not include imputed 

directory advertising revenues. As discussed below, I have now incorporated 

imputed directory advertising revenues into my “overall analysis” of Qwest’s 

intrastate revenues and intrastate costs by UNE Zone. My revised “overall 

analysis” that incorporates the imputed directory advertising revenues is attached 

hereto as Schedule TMR-S 1. Schedule TMR-S 1 replaces my original “overall 

analysis” which was presented on my Direct testimony Schedule TMR-3. 

Therefore, my Direct testimony Schedule TMR-3 is no longer a valid schedule. 

ON PAGE 66 OF HIS REBUTTAL TESTIMONY, MR. TEITZEL INDICATES 

THAT QWEST SOLD ITS DIRECTORY ADVERTISING BUSINESS OVER 

ONE YEAR AGO. SHOULD DIRECTORY ADVERTISING REVENUES 

CONTINUE TO BE CONSIDERED WHEN ASSESSING THE PROFITABILITY 

OF SERVING QWEST’S CUSTOMERS? 

Yes. As Mr. Teitzel discusses beginning at page 66, line 4 of his Rebuttal 

testimony, pursuant to a settlement agreement, Qwest imputes $72 million of 

directory advertising revenue to its intrastate revenue requirement analysis. Under 

the settlement agreement, Qwest agreed that the $72 million directory revenue 
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4 Q. 

5 

6 A. 

7 

8 Q- 

9 

10 

I1 

12 A. 

13 

14 

15 

16 

17 

18 

imputation would be included within all reporting to the Commission of Qwest’s 

Arizona intrastate earnings.’ 

HOW MUCH REVENUE DOES THE DIRECTORY ADVERTISING 

MPUTATION ADD ON A PER LINE, PER MONTH BASIS? 

The $72 million annual directory imputation represents about $2.536 per billable 

access line, per month in r e v e n ~ e . ~  

HAVE YOU REVISED YOUR “OVERALL ANALYSIS” TO RECALCULATE 

THE LEVEL OF SURPLUS/SHORTFALL FOR EACH OF THE UNE ZONES 

WHEN THE IMPUTED DIRECTORY ADVERTISING REVENUE IS ADDED 

TO THE INTRASTATE REVENUES? 

Yes. The results of my revised “overall analysis”, including imputed directory 

advertising revenues, are shown on Schedule TMR-S 1 , attached hereto. Schedule 

TMR-S I replaces the analysis that I filed with my Direct testimony as Schedule 

TMR-3. Schedule TMR-3 is no longer a valid schedule. 

. 

The results of my “overall analysis” are now as follows: 

ACC Docket No. T-0105B-02-0666, Decision No. 66230, Exhibit A “Stipulation”, starting at page 2, line 

$72,000,000 divided by 12 months, divided by 2,367,173 total billable access lines (See FCC Armis Annual 

The “overall analysis” does not include all billable access lines. For example, large business Iines (e.g. 

5 

26. 

Summary Report 43-01, Row 2 150, for the year 2003) = $2.53. 

Centrex lines) are not included in the “overall analysis”. Therefore, the amount of imputed directory 
advertising revenues included in my “overall analysis” is actually less than $72 million. 
“ The added lines have the USOC codes ** 

6 

7 

** on pages 2,3 and 4 of Schedule TMR-S 1. 
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10 
11 
12 

13 Q. 

14 

15 

16 

17 A. 

18 

19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
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Zone 1: Qwest’s annual intrastate revenues exceed Qwest’s annual intrastate 
costs by a surplus of over ** ** 

Zone 2: Qwest’s annual intrastate revenues exceed Qwest’s annual intrastate 
costs by a surplus of over ** ** 

Zone 3: Qwest’s annual intrastate revenues exceed Qwest’s annual intrastate 
costs by a surplus of nearly ** ** 

Statewide: Qwest’s annual intrastate revenues exceed Qwest’s annual intrastate 
costs by a surplus of over ** a*  

ABOVE, YOU INDICATED THAT YOU HAVE REVISED YOUR “OVERALL 

ANALYSIS” TO INCORPORATE IMPUTED DIRECTORY ADVERTISING 

.REVENUES. HAVE YOU MADE OTHER MINOR REVISIONS TO YOUR 

“OVERALL ANALYSIS”? 

Yes. I have made several other minor revisions to my “overall analysis”. These 

revisions include the following: 

1. 

2. 

3. 

4. 

Certain residential lines were inadvertently omitted in my original “overall 
analysis”. My revised “overall analysis” incorporates the previously 
omitted lines.” 

The residential revenue for intrastate toll and intrastate switched access were 
inadvertently applied to business package (e.g. packages that bundle 1FB 
service with vertical features) lines in UNE Zones 1 and 2. This revision 
does not impact my “overall analysis” for UNE Zone 3. My revised 
“overall analysis” applies the business revenues for intrastate toll and 
intrastate switched access to business package lines.‘* 

Various minor formatting changes were made. For example, on page 3 of 
the original “overall analysis”, various text inadvertently appears in the 
Column headed “UNE Zone”. This Column is intended to specify the UNE 
Zone that is being analyzed. In the revised “overall analysis”, the 
inadvertent text has been replaced by the appropriate UNE Zone indicators. 

Page 1 of the original “overall analysis” summarized data contained 
elsewhere in the “overall analysis”. This page has been omitted in the 

l 2  For example, one of the business packages that needed this revision has the USOC ** 
**, as shown on pages 2 and 3 of Schedule TMR-S 1. 
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16 A. 

17 

18 

19 
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21 

revised “overall analysis”. The figures used on this page can be found on 
pages 3 and 4 of the revised analysis Schedule TMR-S 1. 

WHAT DOLLAR IMPACT DO THE FOUR ADDITIONAL REVISIONS YOU 

DESCRIBED ABOVE HAVE ON YOUR “OVERALL ANALYSIS’? 

Only revisions 1 and 2 described above impact the dollar amounts in the “overall 

analysis”. These revisions have very little impact on the results of the “overall 

analysis”. In total, these revisions described above result in an increase in the 

surplus of ** ** annually statewide.13 

ON PAGE 12 OF HER REBUTTAL, MS. MILLION DISCUSSES THE FACT 

THAT IN YOUR “OVERALL ANALYSIS” PRESENTED IN YOUR DIRECT 

TESTIMONY, YOU CALCULATED A $4.6 MILLION SHORTFALL FOR UNE 

ZONE 3. DOES THIS SHORTFALL STILL EXIST IN YOUR REVISED 

“OVERALL ANALYSIS”? 

No. As shown on page 1 of Schedule TMR-S1 attached hereto, each of Qwest’s 

three UNE Zones have annual intrastate revenues that exceed Qwest’s annual 

intrastate costs. Schedule TMR-S 1 is my revised “overall analysis”, which replaces 

my previous “overall analysis presented on my Direct testimony Schedule TMR-3. 

Schedule TMR-3 is no longer a valid schedule. 

‘3 ** 

** 

12 
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A. 

As shown on page 1 of Schedule TMR-Sly UNE Zone 3 now has a surplus of about 

** **. The primary reason that UNE Zone 3 went from a shortfall of 

** ** to a surplus of ** ** is the addition of the imputed 

directory advertising revenues. l 4  

ON PAGE 65, LINES 12-15 OF HIS REBUTTAL TESTIMONY, MR.. TEITZEL 

STATES: 

INTERESTINGLY, EVEN STAFF WITNESS MR. REGAN IDENTIFIED 
A R E V E d  SHORTFALL OF OVER $4.6 MILLION IN THE ZONE 3 
WlRE CENTERS, AND MR. REGAN’S CALCULATIONS ARE BASED 
ON AN EXTREMELY CONSERVATIVE SET OF ASSUMPTIONS 
REGARDING HOW TSLRIC COSTS SHOULD BE CALCULATED IN 
HIS ANALYSIS. 

PLEASE COMMENT. 

First of all, the $4.6 million shortfall that Mr. Teitzel is refemng to is the result of 

the “overall analysis” that I presented in my Direct testimony. In this Surrebuttal 

testimony, I have revised my “overall analysis” to include imputed directory 

advertising revenues.15 The results of the revised analysis show that there is no 

revenue shortfall in any of Qwest’s three UNE Zones, as shown on Schedule TMR- 

s1. 

Of the approximate ** 

I made several other minor revisions, but these other changes have a very small impact on UNE Zone 3 (i.e. 

** increase, nearly ** ** of the increase is from the addition 14 

of the imputed directory advertising revenues. 
15 

an increase in surplus of about ** **). 

13 
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Secondly, Mr. Teitzel’s comments regarding a “conservative set of assumptions 

regarding how TSLRIC costs should be calculated” appears to be referring to the 

“Code Analysis” I presented in my Direct testimony, not the “overall analysis” that 

I presented. The “Code Analysis” compares the TSLRIC of basic local exchange 

service to the “benchmark rates” defined by the Code (i.e. the sum of the rates for 

basic local exchange service and the interstate EUCL charge).I6 

The “overall analysis” does not limit costs to just the TSLRIC costs. The “overall 

analysis” includes all of Qwest’s intrastate costs of providing the whole family of 

services that are provided using Qwest’s loop and port facilities. The “Overall 

Analysis” does include the intrastate loop and port costs. Therefore, Mr. Teitzel’s 

comments are simply misplaced, and irrelevant with respect to my “overall 

analysis”. 

BEGINNING ON PAGE 9, LINE 12 OF HER REBUTTAL TESTIMONY, MS. 

MILLION IS DISCUSSING YOUR “OVERALL ANALYSIS”, AND THEN ON 

PAGE 10, LINE 3 OF HER REBUTTAL7 M R S .  MILLION STATES: 

IF THE PURPOSE OF MR. REGAN’S ANALYSIS IS TO COMPARE 
THE RETAIL REVENUES FOR A 1FR SERVICE TO THE TSLRIC 
COSTS FOR THAT SERVICE, THEN IT SHOULD USE THE TSLRIC 
COSTS BASED ON RETAIL FACTORS, NOT UNE RATES THAT 
WERE DEVELOPED USING WHOLESALE FACTORS. 

DO YOU HAVE A RESPONSE? 

l6 Qwest would not receive any AUSF support following the analysis required by the Code, as discussed 
on page 13, line 24 of my Direct testimony. 

14 



1 A. 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 Q. 

20 

21 

Yes. First of all, it is not the purpose of my “overall analysis” to “compare the 

retail revenues for a 1FR service to the TSLRIC costs for that service”. Ms. Million 

has failed to recognize the distinction between the two separate analyses I have 

presented in this proceeding. The “Code Analysis” that I have presented in my 

direct testimony compares the TSLRIC of basic local service to the “benchmark 

rates” for basic local service (i.e. the sum of the monthly rate for basic local service 

and the End User Common Line Charge), not the “overali analy~is”.’~ The cost of 

shared facilities are not properly included in the TSLRIC of a service, and are 

therefore not included in the “Code Analysis” I have presented.” 

However, the “overall analysis” that I have presented is completely separate from, 

and totally unrelated to, the “Code Analysis”. The “overall analysis” I have 

presented compares all intrastate revenues to all of the intrastate costs of serving 

cu~tomers.’~ The intrastate costs used in the “overall analysis” are not limited to 

just TSLRIC costs. The costs used in the “overall analysis” are the total intrastate 

costs, which includes the intrastate costs of the loop and port facilities, and also 

includes other shared and/or common costs. 

IN THE ABOVE QUOTE, MS. MILLION CRITICIZES Y O U R  USE OF THE 

COMMISSION’S APPROVED UNE LOOP AND PORT RATES IN YOUR 

“OVERALL ANALYSIS”, BECAUSE SHE SAYS THAT THOSE RATES WERE 

~~ ~ ~ 

17 

I8 
See Regan Direct testimony, page 14, lines 1-1 1. 
As I pointed out on page 23, lines 18-26 of my Direct testimony, Qwest has specifically acknowledged 

the fact that the TSLRIC does not include shared costs. 
My presentation ofthe “overall analysis” begins on page 26 of my Direct testimony. 19 
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CALCULATED USING "WHOLESALE FACTORS" INSTEAD OF "RETAIL 

FACTORS". IS THIS A VALID CRITICISM? 

No. The loop and port facilities are not retail services. The loop and port are 

facilities that are used to provide retail services, but they are not, in themselves, 

services. In docket FCC 96-325, CC Docket No. 96-98, et. al., Released August 8, 

A. 

1996 (Local Competition Order), the FCC specifically addressed the issue of 

whether UNEs are properly identified as facilities, or "services". The FCC 

specifically found that UNEs are not services. This is clear from the FCC's Local 

Competition Order2', which states that: 

Moreover, we agree with those commenters that argue that network 
elements are defined by facilities or their functionalities or capabilities, and 
thus, cannot be defined as specific services. A single network element 
could be used to provide many different services. For example, a local 
loop can be used to provision inter- and intrastate exchange access 
services, as well as local exchange services. (citations omitted, emphasis 
added) (Paragraph 264) 

We premised the latter view on the definition of the term "network 
element," as a facility and not a service, ... (citations omitted, emphasis 
added) (Paragraph 343) 

The incumbent LEC offerings to be priced using this methodology 
generally will be "network elements," rather than "telecommunications 
services," as defined by the 1996 Act. ... The costs of local loops and their 
associated line cards in local switches, for example, are common with 
respect to interstate access service and local exchange service, because 
once these facilities are installed to provide one service they are able to 
provide the other at no additional cost. By contrast, the network elements, 
as we have defined them, largely correspond to distinct network 
facilities. (citations omitted, emphasis added) (Paragraph 178) 

In the Matter of Implementation of the Local Competition Provisions in the Telecommunications Act of 
1996; Interconnection between Local Exchange Carriers and Commercial Mobile Radio Service 
Providers, CC Docket No. 96-98; CC Docket No. 95-185, 11 FCC Rcd 15499; 1996 FCC LEXIS 4312; 4 
C o r n .  Reg. (P & F) 1, August 8, 1996 Released; Adopted August 1, 1996 ("Local Competition Order"). 

20 
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The UNE loop and port costs that I used in the “overall analysis” were calculated 

by starting with the Commission’s approved UNE loop and UNE port rates.21 I 

then determined the intrastate portions of the UNE loop and port using 

jurisdictional separations.22 

included in my “overall analysis” (e.g. basic local exchange service, toll, switched 

However, for the costs of the retail services that I 

access, vertical features, etc.), I used the “Fully Allocated TSLRIC” costs that were 

filed by Qwest inthis p r ~ c e e d i n g . ~ ~  According to Ms. Million, the “Fully Allocated 

TSLRIC” costs that Qwest has filed in this proceeding are calculated using Qwest’s 

proposed “retail Therefore, I have used “retail factors” for the costs of 

retail services, and I have used the Commission’s approved UNE loop and UNE 

port rates for the costs of the loop and port facilities. 

Q. DOES THE FEDERAL UNIVERSAL SERVICE FUND ADDRESS THE ISSUE 

OF PROVIDING SUPPORT FOR HIGH COST LOOPS? 

A. Yes. The Federal Universal Service Fund provides “High Cost Loop Support” to 

those carriers that have high loop Therefore, the issue of high cost loops is 

already being addressed at the Federal In fact, the Commission’s rules 

require that AUSF funding is to be provided “net of any universal service support 

Ms. Million’s proposed “retail factors” have not been approved by the Comrmssion. 
Regan Dlrect testimony, page 27, line 21 through page 28, line 9. 
Regan Direct testimony, page 28, lines 14-17. 
Million Rebuttal testimony, page 10, lines 1-6. 
See the FCC’s “High-Cost Support” discussion in Section 3 of the FCC’s Universal Service Monitoring 

Despite the fact that Qwest’s loop costs are already being addressed under the current Federal Universal 

21 

22 

23 

24 

25 

Report, October 2004. 

Service Fund system, as discussed beginning on page 26 of my Direct testlmony, I have performed an 
“overall analysis” that considers Qwest’s total intrastate costs of serving its customers, including the 
intrastate costs of Qwest’s loop and port facilities. The results of the “overall analysis” demonstrate that 
Qwest’s total intrastate revenues exceed Qwest’s total intrastate costs m each of Qwest’s three UNE Zones. 
Therefore, the conclusion to be drawn is the Qwest does not need any additional support to recover its 
intrastate costs in any of its three UNE Zones.. 

26 

17 



” ,  

1 

2 

3 

4 
5 
6 
7 
8 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 Q. 

19 

20 

21 

22 

23 

from federal sources.7727 The Arizona Commission has found that federal funding 

should be pursued as “the primary source of high cost support.” The Commission 

specifically found: 

In addition, the Commission’s rules require that AUSF funding is to be 
provided “net of any universal service support from federal sources”. This 
rule clearly intends AUSF to supplement FUSF and, implicitly, that federal 
funding should be pursued as the primary source of high cost support 
rather than AUSF being provided as a precursor to FUSF funding. 
(emphasis added, citations omitted)28 

As I pointed out on page 33 of my Direct testimony, Qwest does not receive any 

Federal high cost loop support in Arizona under the current Federal high cost loop 

system. It would make little sense to conclude that the “supplement” to federal 

support should provide $64 million per year in high cost support, while “the 

primary source of high cost support” concludes that Qwest does not need high cost 

loop support. 

BEGINNING AT PAGE 7, LINE 7 OF HER REBUTTAL TESTIMONY, MS. 

MILLION STATES THAT YOUR “CONCLUSION THAT THE LOOP AND 

PORT COSTS SHOULD BE EXCLUDED FROM THE AUSF CALCULATION 

CANNOT BE CORRECT BECAUSE IT DOESN’T MAKE SENSE ....” WHY 

DOES IT MAKE SENSE TO EXCLUDE THE COSTS OF THE LOOP AND 

PORT IN THE AUSF ANALYSIS THAT YOU HAVE PERFORMED IN 

27A.A.C. Rule 14-2-1202.A. 

Arizona Corporation Commission Decision No. 6401 1 in Docket No. T-02532A-00-0512, September 5,  28 

2001, page 19, lines 18-21. 
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21 A. 

provision of these other services, and there is no logical reason to impose the 

entirety of these costs onto just one of the services benefiting from them. 

ON PAGE 10 OF HER REBUTTAL, MS. MILLION CRITICIZES THE FACT 

THAT YOU INCLUDED ONLY THE INTRASTATE PORTIONS OF THE 

LOOP AND PORT COSTS IN YOUR “OVERALL ANALYSIS”. MS. MILLION 

ARGUES THAT YOU SHOULD HAVE ALSO INCLUDED THE INTERSTATE 

LOOP AND PORT COSTS AND THE INTERSTATE REVENUES IN THE 

“OVERALL ANALYSIS”. DO YOU AGREE? 

No. As I discussed beginning on page 24, line 18 of my Direct testimony, the USF 

being addressed in this proceeding is an intrastate USF. A comparison of Qwest’s 

intrastate revenues and intrastate costs should logically provide the Commission 

with an accurate depiction of Qwest’s intrastate USF needs. 

IN YOUR DIRECT TESTIMONY, YOU POINTED OUT THAT MS. 

MILLION’S USE OF WKAT SHE CALLS THE “FULLY-ALLOCATED 

COSTSy’ IN HER CALCULATION OF AUSF SUPPORT VIOLATES THE 

ARIZONA ADMINISTRATIVE CODE’S REQUIREMENT THAT AUSF 

SUPPORT BE CALCULATED USING TSLRIC.34 DID COX’S WITNESS MR. 

LAFFERTY ALSO POINT OUT THIS FLAW IN THE QWEST ANALYSIS? 

Yes .  On page 47, line 9 of his Direct testimony, Cox witness Mr. Lafferty states: 

Regan Direct testimony, page 23, line 29. 34 
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Qwest witness Million’s choice of fully-allocated costs violates the specific 
requirement that Qwest use TSLRIC to calculate its costs. 

On page 48, line 3 of his Direct testimony, Mr. Lafferty states that using Qwest’s 

claimed TSLRIC instead of Qwest’s claimed fully-allocated costs in the AUSF 

analysis reduces Qwest’s AUSF draw from $64.04 million to “no more than $24.5 

million. 

DOES MS. MILLION’S CALCULATION OF AUSF SUPPORT SUFFER FROM 

ANOTHER CRITICAL FLAW THAT MR. LAFFERTY DID NOT ADDRESS? 

Yes. Mr. Lafferty recognized the fact that in its AUSF analysis, Qwest is using 

what Qwest calls the “fully allocated costs” instead of what Qwest calculates as the 

“TSLRIC” of basic local exchange service. However, Mr. Lafferty failed to 

recognize that even the TSLRIC that Ms. Million uses in her AUSF analysis is 

seriously flawed. Qwest’s seriously flawed calculation of the “TSLRIC” of basic 

local exchange service is the key reason that Qwest calculates its enormous $64 

million claimed support funding need from the AUSF 

As discussed beginning on page 16 of my Direct testimony, Ms. Million’s claimed 

TSLRIC of basic local service includes 100% of the loop facility costs, and includes 

100% of the port facilities costs. The loop and port facilities are examples of 

facilities whose costs are shared among the whole family of Qwest’s major 

services. Qwest requires the loop and port facilities to deliver vertical features to 

end users, to provide IXCs with switched access services, and to provide end-users 

22 
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In addition to the “Code Analysis”, I have presented a separate and unrelated 

additional AUSF analysis, which I call the “overall analysis”. My proposed 

“overall analysis” includes all of the intrastate costs of the loop and port facilities, 

and includes the revenues from all of the intrastate services that share the loop and 

port fa~ilities.~’ Therefore, my “overall analysis” properly matches total intrastate 

revenues to total intrastate costs. The results of my “overall analysis” are presented 

on my Surrebuttal Schedule TMR-S 1 , attached hereto. 

ON PAGE 39, LINE 13 OF HIS REBUTTAL TESTIMONY, MR. TEITZEL 

STATES : 

REGARDLESS OF WHETHER THE COST OF THE LOOP IS 
CONSIDERED JOINT, COMMON OR A DIRECT COST, QWEST 
NEEDS TO HAVE A REASONABLE OPPORTUNITY TO REXOVER 
THIS COST. 

DOES QWEST HAVE A “REASONABLE OPPORTUNITY” TO RECOVER ITS 

LOOP COSTS? 

Yes. As shown on page 1 of Schedule TMR-S1 attached hereto, Qwest’s total 

intrastate revenues exceed Qwest’s total intrastate costs4’ by over ** 

**. In Zone 1, Qwest’s total intrastate revenues exceed Qwest’s total 

intrastate costs by over ** **. In Zone 2, Qwest’s total intrastate 

revenues exceed Qwest’s total intrastate costs by over ** **. InZone3, 

Qwest’s total intrastate revenues exceed Qwest’s total intrastate costs by nearly 

** ** 

Regan Direct testimony beginning at page 27, line 12. 
The total intrastate costs include the intrastate portions of the shared loop and port facilities costs. 
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Qwest’s allegation that it does not have a reasonable opportunity to recover its 

shared loop facility costs is the result of failing to look at the overall picture of 

Qwest’s costs and revenues. Qwest’s analysis looks at all of Qwest’s shared loop 

and port costs and just a portion of Qwest’s revenues that contribute toward the 

recovery of Qwest’s shared loop and port costs. A proper comparison of Qwest’s 

intrastate revenues and intrastate costs clearly demonstrates that Qwest is 

recovering all of its intrastate costs. 

ON PAGE 31, LINES 12-14 OF HIS REBUTTAL TESTIMONY, MR. TEITZEL 

CRITICIZES YOUR ANALYSIS OF QWEST’S AUSF PROPOSAL, BECAUSE 

YOU HAVE FOCUSED ON QWEST’S COST STRUCTURE AND 

“VIRTUALLY IGNORE” COSTS FACED BY QWEST’S COMPETITORS. 

PLEASE COMMENT. 

First of all, one of the purposes of this proceeding is to determine whether or not 

Qwest needs support funding from the AUSF. It seems logical that Qwest’s need 

for support should be based on a comparison of Qwest’s costs to serve customers 

and Qwest’s revenues that Qwest uses to recover those costs. Therefore, it is not 

clear how or why Qwest’s competitor’s costs would be used to calculate AUSF 

support needs for Qwest. 

ON PAGE 33 OF HIS REBUTTAL TESTIMONY’ MR. TEITZEL COMPARES 

QWEST’S AUSF PROPOSAL WITH AN APPLICATION FOR A 

26 
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DISBURSEMENT FROM THE AUSF MADE BY MIDVALE TELEPHONE 

EXCHANGE, INC. DO YOU BELIEVE THAT A COMPARISON OF QWEST 

AND MIDVALE IS RELEVANT WITH RESPECT TO THE ISSUE OF AUSF 

DISBURSEMENTS? 

No. Midvale Telephone Exchange, Inc. (“Midvale”) is a very small telephone A. 

company. Under the Arizona Administrative Code, AUSF disbursements for small 

telephone companies like Midvale are calculated using a completely different 

formula than they are for a large telephone company like Qwest. 

At the time of the application that Mr. Teitzel is referring to, Midvale had fewer 

than 700 lines in service.42 Under the Arizona Administrative Code, Midvale is 

considered a “small local exchange 

Code, the calculation of AUSF support for a “small local exchange carrier” like 

Under the Arizona Administrative 

Midvale is performed using the formula and process described in Section R14-2- 

1202(B) of the Code. 

Under the Arizona Administrative Code, the calculation of AUSF support for a 

“large local exchange carrier” like Qwest is performed using the formula and 

process described in Section R14-2-1202(A) of the Code.44 The “Code Analysis” 

that I have presented in my Direct testimony for Qwest, is the AUSF calculation 

FCC’s Universal Service Monitoring Report, October 12,2004, Table 3.33 “Number of Loops by Study 

Section R14-2-1201( 13) indicates that a “Small Local Exchange Camer” is an incumbent provider of basic 

Section R14-2-1201. “Definitions”, defines “Large Local Exchange Camers” as incumbent providers of 

42 

Area”), for the year 2000. 

local exchange telephone service serving 20,000 or fewer lines in Arizona. 

basic local exchange telephone service serving 200,000 or more access lines in Arizona. 

43 

44 
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that specifically applies to a “Large Local Exchange Carrier” under the Anzona 

Administrative Code. There is no other ILEC in Anzona that is a “Large Local 

Exchange Carrier”. Qwest is the only incumbent provider of basic local exchange 

service serving 200,000 or more access lines in ~ r i ~ ~ n a . ~ ~  

ON PAGE 33 OF HIS REBUTTAL TESTIMONY, MR. TEITZEL ARGUES 

THAT MIDVALE RECEIVED A “WAIVERy OF THE COMMISSION’S AUSF 

RULES IN ORDER TO RECEIVE ITS AUSF DISBURSEMENT. HOW DOES 

MIDVALE’S AUSF DISBURSEMENT COMPARE TO QWEST’S REQUESTED 

DISBURSEMENT FROM THE AUSF? 

As indicated on page 33, line 21 of his Rebuttal testimony, Midvale’s annual draw 

from the AUSF is $71,65 1. This is a far cry from the $64 million in annual AUSF 

funding that Qwest is requesting in this proceeding. Quite simply, Qwest’s request 

for a “waiver” from following the Commission’s AUSF rules to receive AUSF 

finding would place a much larger burden on the AUSF than the Midvale annual 

draw to which Mr. Teitzel refers. 

In addition, as Mr. Teitzel indicates on page 33, lines 4-7 of his Rebuttal, Midvale 

applied for AUSF funding so that Midvale could begin serving two communities 

that were unserved areas at that time. Midvale was asking for AUSF support until 

federal USF funding became available for those areas. Midvale indicated that it 

expected that it would eventually receive federal USF support for these new areas, 

For example, see the FCC’s Universal Service Monitoring Report, October 12,2004, Table 3.33 “Number 4s 

of Loops by Study Area”. 
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but that the federal support would not be available to Midvale until several years 

after Midvale began providing service to these new areas.46 

On page 33, lines 12-15 of his Rebuttal, Mr. Teitzel states that the Commission 

found that a waiver of the AUSF rules for Midvale was in the public interest. 

However, it is important to understand that Midvale wanted AUSF fbnding so that 

it could begin serving two communities that were unserved areas at that time. It is 

clear that the Commission found it in the public interest to do what it could to 

encourage carriers like Midvale to make the investments necessary to begin serving 

unserved areas. 

Qwest has expressed no intent to use AUSF funds to provide new services to 

unserved areas. Therefore, from a public interest perspective, Qwest’s AUSF 

proposal in this proceeding is much different than Midvale’s request for AUSF 

fiinding. 

INTRASTATE SWITCHED ACCESS SERVICE 

ON PAGE 7 OF HIS REBUTTAL, MR. MCINTYRE STATES THAT THE 

COMMISSION HAS INDICATED THAT HAVING QWEST’S INTRASTATE 

SWITCHED ACCESS RATES REACH PARITY WITH THE INTERSTATE 

RATES IS A “LAUDABLE GOAL”. ON PAGE 8, MR. MCINTYRE STATES 

THAT THE COMMISSION SHOULD BALANCE THIS GOAL WITH “THE 

ACC Decision No. 6401 1 in Docket No. T-02532A-00-0512, September 5, 2001, page 20, lines 9-15, 46 
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CURRENT SITUATION IN ARIZONA AND DETERMINE THE CURRENT 

STATE OF PROGRESS TOWARD THIS GOAL.” IS YOUR INTRASTATE 

SWITCHED ACCESS PROPOSAL A REASONABLE BALANCE OF 

REACHING PARITY WITH THE INTERSTATE RATES WHILE ALSO 

CONSIDERZNG PUBLIC POLICY CONCERNS? 

Yes. As I discussed in my Direct testimony, my switched access proposal will 

effectively bring Qwest to “parity” with the Qwest interstate switched access rates 

(when the interstate EUCL charges are factored into the calculation of the interstate 

switched access rates).47 The interstate switched access charges are priced so much 

lower because those rates are supported by end-user charges called End User 

Common Line (EUCL) charges.48 The Commission has specifically expressed 

concern about imposing a EUCL charge in the intrastate jurisdiction. The 

Commission stated: 

While we agree that achieving parity between intrastate and interstate 
switched access rates is a laudable goal, there are many other public policy 
issues that impact our ability to reach that goal, such as the desirability of 
imposing an End User Common Line charge. 49 

By factoring in the interstate EUCL charges into the interstate rates, my proposed 

rates balance the goal of achieving parity with the interstate rates, while also 

addressing the Commission’s public policy concern regarding imposing an EUCL 

charge on end users. 

~ 

47 

48 

49 

Regan Direct testimony, page 39. 
Regan Direct testimony, page 35. 
Commission Opinion and Order in Docket No. T-0105 1B-99-0105 et. al, page 12, October 20,2000 
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ON PAGE 6, LINE 3 OF HIS REBUTTAL TESTIMONY, MR. MCINTYRE 

ADDRESSES Y O U R  COMPARISON OF INTRASTATE SWITCHED ACCESS 

CHARGES ACROSS QWEST’S 14-STATE SERVICE REGION.50 MR. 

MCINTYRE CLAIMS THAT Y O U R  COMPARISON OF RATES IS FLAWED 

BECAUSE IT DOES NOT ADDRESS THE DIFFERENCES IN REGULATORS’ 

PUBLIC POLICIES REGARDING THE “SUBSIDIES” THAT INTRASTATE 

SWITCHED ACCESS SERVICE PROVIDES TO BASIC LOCAL SERVICE. IS 

THIS A VALID CRITICISM OF Y O U R  ANALYSIS? 

No. The foundation of Mr. McIntyre’s argument (i.e. that intrastate switched access 

rates “subsidize” basic local exchange service) is factually incorrect. As I have 

already discussed, the proper test for a subsidy is to compare the rate for the service 

to the properly calculated TSLRIC of that service. If the rate for the service is 

equal to or above the TSLRIC, the service is not receiving a subsidy. Both 

RUCO’s economist witness and myself have concluded that the TSLRIC of 

residential basic local exchange service is ** 

residential basic local exchange service is $13.1 8. Therefore, residential basic local 

exchange service is not subsidized by any service. Qwest’s residential basic local 

exchange rate covers its TSLRIC and makes a contribution above TSLRIC toward 

the shared and common costs of providing the whole family of services to 

customers. Quite simply, the basis for Mr. McIntyre’s claim is factually incorrect. 

Therefore, Mr. McIntyre’s criticism is not valid. 

**. The rate for 

Ths analysis is shown on page 2 of my Direct testimony Schedule TMR-5. 50 
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ON PAGE 3 OF HIS DIRECT TESTIMONY, MCI’S WITNESS MR. PNCE 

ARGUES THAT QWEST’S INTRASTATE SWITCHED ACCESS RATES ARE 

ABOVE TOST”. IS THERE ANYTHING WRONG WITH RATES BEING 

ABOVE THE “COST” THAT MR. PRICE IS REFERRING TO? 

No. A service must be priced equal to or above its TSLRIC in order to prevent the 

service from being subsidized. The “cost” that Mr. Price is refemng to is the Total 

Service Long Rm. Incremental Cost (TSLFUC).” Prices for services are generally 

priced above their TSLRIC. The reason that services are generally priced above 

TSLRIC is because the TSLRIC does not include any shared or common costs. In 

discovery, MCI admitted that if Qwest’s intrastate switched access rates were set 

equal to TSLRIC, the intrastate switched access rates would not make any 

contribution toward Qwest’s shared, joint or common overhead Quite 

simply, the appropriate price for a service is generally above the TSLRIC to provide 

a contribution to shared and common costs. 

In discovery, Mi.  Price indicated that it is not his position that all of Qwest’s 

services should be priced equal to TSLRIC.53 Apparently, Mr. Price believes that 

just the rates that his client pays should be priced at a level that would no make any 

contribution toward Qwest’s shared, joint or common overhead costs. Mr. Price’s 

position is unreasonable and unfair. All of Qwest’s services (including basic local 

exchange service, toll services, switched access services, vertical services, etc.) 

MCI’s response to WDA Data Request 1-3(a). 
MCI’s response to WDA Data Request 1-3(c), 
MCI’s response to WDA Data Request 1-3(d). 

51 

52 

53 
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$5 MILLION REDUCTION “MUST BE OFFSET WITH AN INCREASE IN 

OTHER RATES.” DOES THE STAFF’S PROPOSAL IN THIS PROCEEDING 

ADDRESS THIS CONCERN? 

Yes. As discussed on page 13, beginning on line 1 of Mr. Rowell’s Direct 

testimony, Staff has proposed to increase the revenue cap on Basket 3 to account 

for Staffs proposed switched access reduction. 

ON PAGE 14 OF HIS DIRECT TESTIMONY, MCI’S WITNESS MR. PRICE 

STATES: 

... THERE IS NO NON-ARBITRARY WAY TO ALLOCATE 
“RESPONSIBILITY” FOR THE COST OF THE LOOP PLANT 
BETWEEN QWEST’S TRADITIONALLY REGULATED SERVICE 
AND THE OTHER SERVICES PROVIDED OVER THE LOOP ...IN 
TODAY’S ENVIRONMENT WHERE BOTH REGULATED AND 
UNREGULATED SERVICES CAN BE PROVIDED BY QWEST OVER 
THESE LOOP FACILITIES, HOWEVER, THE ONLY RATIONAL WAY 
TO SOLVE SUCH DISPUTES IS FOR THE END USER TO BEAR ALL 
COSTS ASSOCIATED WITH THE LOOP. 

IS MR. PRICE’S PROPOSED LOOP ALLOCATION REASONABLE? 

No. Mr. Price is proposing an “arbitrary” allocation that is unreasonable and unfair 

to end-users. Mr. Price’s position is that determining how much each user or each 

service that uses the loop facilities should contribute to the costs of the loop 

facilities is not simple and is often controversial, so therefore the easiest solution is 

to place the full burden on end users. Basically, Mr. Price is arguing that his client, 

MCI, should be allowed to use the loop facilities for fi-ee, and have end users foot 

the entire bill for the loop facilities costs. Mr. Price’s proposed allocation is 
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arbitrary, egregious, unreasonable and unfair to end users. Mr. Price’s position 

should be rejected. 

TN FOOTNOTE 20 OF HIS DTRECT TESTIMONY, MR. PRICE DISCUSSES A 

PLAN PROPOSED BY A GROUP COMPRISED OF INCUMBENT LECS, 

RURAL CARRIERS, COMPETITTVE LECS, NEXT GENERATION NETWORK 

PROVIDERS AND WIRELESS CARRIERS, WHERE THE LOOP COSTS 

WOULD BE RECOVERED DIRECTLY FROM END USERS. MR. PRICE 

CLAIMS THAT SINCE THESE “DISPARATE” COMPANIES CAN AGREE ON 

THIS ISSUE, THIS DEMONSTRATES THAT THERE IS A “CONSENSUS” 

REGARDING HOW THE COSTS OF THE LOOP FACILITIES SHOULD BE 

RECOVERED. DO YOU AGREE? 

No. Noticeably missing from Mr. Price’s “consensus” is any representation on 

behalf of the end users who would be lePc holding the bill for the loop facilities 

under the “plan” he describes. It is not difficult to obtain a “consensus” that 

someone else should pay for something that you would like to rent. For example, 

assume that three men decide to share a cab. Further assume that two of the men 

talk amongst themselves and reach a “consensus” that the third man should pay for 

the entire cab ride. The third man, who would be stuck paying the fill bill for the 

cab would not likely be happy about this “consensus”. This is exactly the type of 

“consensus” that Mr. Price is describing. 
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Q. BEGINNING ON PAGE 30, LINE 25 OF HIS DIRECT TESTIMONY, MR. 

PRICE DISCUSSES THE CARRIER COMMON LINE CHARGE (CCLC) FOR 

SWITCHED ACCESS SERVICE. MR. PRICE CLAIMS THAT THE CCLC 

“REPRESENTS A REAL COST OF SERVICE TO MCI, BUT NOT TO QWEST”. 

DO YOU AGREE? 

No. The CCLC is Qwest’s charge for providing IXCs with Camer Common Line A. 

Access Service. Qwest’s tariff describes Carrier Common Line Access Service as 

follows: 

Carrier Common Line Access Service provides for the use of Company 
common lines by customers for access to end users to furnish intrastate 
telecommunications service.54 

The “common lines” are the loop facilities owned by Qwest. Qwest’s investment in 

loop facilities is one of Qwest’s most significant investments in Anzona. Qwest 

has many expenses associated with constructing and maintaining its loop facilities. 

The IXCs want to share the loop facilities with other services so that the IXCs can 

provide toll services to their end users. The IXCs should pay for renting the loop 

facilities. I agree with the National Association of Regulatory Utility 

Commissioners (NARUC), when they stated: 

Interexchange carriers should pay a portion of the NTS loop cost because 
they use the LECs loop to provide their  service^.^' 

In the real world, there is no such thing as a “free ride” or “free rent”. In the real world, if 

you want to rent a facility, you must pay rent for that facility, or work out some 

Qwest Arizona Access Service Price Cap Tariff, Section 3.1. 
Page 13, Initial Comments of the National Association of Regulatory Utility Commissioners, CC Docket 

54 

55 

No. 96-262, January 29, 1997. 
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arrangement with the owner of the facility where something of value can be 

provided to the owner of that facility in exchange for renting that facility. 

ON PAGE 36, LINE 26 OF HIS DIRECT TESTIMONY, MR. PRICE STATES 

THAT QWEST’S INTRASTATE SWITCHED ACCESS RATES DO NOT 

APPLY TO WIRELESS CARRIERS. DO WIRELESS CARRIERS PAY 

ACCESS CHARGES? 

Yes .  If a wireless customer calls a landline telephone, the wireless carrier does pay 

terminating access charges to the LEC for wireless calls that originate outside of the 

-wireless camer’s local calling area (Major Trading Area (ccMTA’7)).58 Therefore, 

for wireless calls that originate outside of the wireless carrier’s local calling area, 

the wireless camers do pay switched access charges just as the IXCs do. 

The wireless carriers do not pay access charges for calls within the MTA, because 

calls within the MTA are effectively considered local calls. 

ARE THERE ANY VALID DFFERENCES BETWEEN WIRELESS CARRIERS 

AND INTEREXCHANGE CARRIERS THAT JUSTIFY HAVING 

INTEREXCHANGE CARRIERS PAY QWEST FOR INTRASTATE SWITCHED 

ACCESS, WHILE WIRELESS CARlUERS DO NOT PAY QWEST 

INTRASTATE SWITCHED ACCESS CHARGES FOR CALLS WITHIN THE 

MTA? 

FCC 96-325, First Report and Order, CC Docket No. 96-98, Released August 8, 1996, paragraph 1043. 58 
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A. Yes. In a nutshell, Qwest and wireless carriers both own valuable loop facilities 

that they can trade access to rather than charging each other for it. The IXCs do not 

own loop facilities, so they cannot make a similar trade of access with Qwest. 

Instead, the IXCs make a payment of access charges to Qwest in exchange for 

renting the Qwest loop facilities. 

The wireless carriers own and maintain “l00p’~ facilities. Radio equipment is 

required, expensive fiequency licenses must be purchased, etc. There is still a 

”loop” cost, even if that loop is provided using radio facilities. The wireless carriers 

own and maintain the cellular towers used to originate and terminate wireless-to- 

landline and landline-to-wireless calls. When a Qwest customer terminates a call to 

a wireless customer, the wireless carrier is providing Qwest with access to the 

wireless carrier’s loop facility. In this scenario, Qwest owns the loop facility on the 

originating end of the call and the wireless carrier owns the loop facility on the 

terminating end of the call. 

When a wireless customer terminates call to a Qwest customer, Qwest is 

providing the wireless camer with access to Qwest’s loop facility. In this scenario, 

the wireless carrier owns the loop facility on the originating end of the call and 

Qwest owns the loop facility on the terminating end of the call. 

Therefore, Qwest and wireless carriers own valuable loop facilities that they can 

trade access to rather than charging each other for it. This is why it is common for 

wireless carriers and LECs to have arrangements where the wireless carriers and 
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A. 

LECs exchange terminating access services between each other’s networks rather 

than making an actual monetary payment to each other.5g 

In contrast, IXCs do not own their own loop facilities. When an IXC provides a toll 

call, the IXC is using someone else’s loop facilities (either a wireless carrier’s loop 

facilities or an LEC’s loop facilities, or a combination of both) on both the 

originating and terminating ends of the call. Quite simply the IXCs have little or 

no loop facilities of their own to provide to Qwest in exchange for allowing the 

IXCs to rent Qwest’s loop facilities. Therefore, it is appropriate for the IXCs to 

make a payment to Qwest for using the Qwest loop facilities. 

ZONE INCREMENT CHARGES 

ON PAGE 44, LINE 12 OF HIS D E C T  TESTIMONY, MR. TEITZEL STATES 

THAT THE ACC SHOULD RETAIN THE CURRENT ZONE INCREMENT 

STRUCTURE IF THE ACC DENIES QWEST’S AUSF PROPOSAL. DO YOU 

AGREE WITH THIS PROPOSAL? 

Yes. As I discussed on page 35 of my Direct testimony, the current Zone increment 

charges are properly serving the purpose of defraying at least part of the costs in 

high cost areas. Therefore, I agree with Mr. Teitzel’s proposal to maintain the 

current Zone Increment Charge structure if the ACC does indeed reject Qwest’s 

request for AUSF support. My recommendation is that the ACC should reject 

Qwest’s request for AUSF support. 

Or it will be a lower payment than the intrastate switched access rates are. 
Million Direct testimony Exhibit TKM-01, page 2. 
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VII. DIRECTORY ASSISTANCE 

Q. ON PAGE 45, LINE 1 OF HIS REBUTTAL, M R .  TEITZEL STATES 

STAFF’S CONSULTANT, MR. REGAN, SUGGESTS THAT QWEST 
SHOULD CONTINUE TO PROVIDE FREE DLRECTORY ASSISTANCE 
CALLS BASED ON HIS VIEW THAT THE QWEST DIRECTORY 
ASSISTANCE (“DA”) PRODUCT IS MARGINALLY PROFITABLE. 

DID YOU EVER SAY THAT QWEST’S DA SERVICE IS “MARGINALLY 

PROFITABLE”? - 

A. No. On page 42 of my Direct testimony, I stated that Qwest’s current DA rates 

(including free call allowance calls) provide contribution of over ** 

Qwest’s proposed “F~ l ly  Allocated TSLRIC” cost. Qwest’s proposed TSLRIC for 

** above 

Qwest’s DA service is even lower than Qwest’s proposed “Fully Allocated 

TSLRIC” cost.61 Qwest’s Local DA service provides contribution of over 

** ** above Qwest’s proposed ccTSLRIC”.62 

In addition, it is important to understand that both Qwest’s TSLRIC and “Fully 

Allocated TSLRIC” include cost of money (i.e. a return on investment). In 

response to Data Request WDA 20-15(a and b), Qwest acknowledged the fact that 

Qwest’s ‘‘F~lly Allocated TSLRIC” includes a 9.61% cost of money. Therefore, 

the contribution of over ** ** above “Fully Allocated TSLRIC” is over and 

above the cost that already includes return on investment. 
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I 
EXECUTIVE SUMMARY 
QWEST CORPORATION 

DOCKET NOS. T-01051B-03-0454 & T-00000D-00-0672 

My testimony contains an overall summary of the provisions of the Settlement Agreement that 
was reached in this proceeding between Staff and all other active parties, with the exception of 
RUCO. Mr. Rowel1 addresses the provisions of the Settlement Agreement which pertain directly 
to the Price Cap Plan’s design and operation. Mr. Smith will be covering the Settlement Sections 
that pertain to the Telephone Assistance Plan for the Medically Needy, Service Quality and Line 
Extension Credit. Staffs consultants’ testimony covers the Settlement Sections that involve the 
techmcal areas of revenue deficiency, accounting, depreciation lives and related areas. 

The negotiations between the parties in this proceeding were open and all-inclusive. All 
intervenors received notice of the negotiations and were invited to participate in the ongoing 
discussions between the parties. The Settlement Agreement that was reached and docketed by 
the Parties on August 23,2005 has widespread support from the active participants to this docket 
with the exception of RUCO, and resolves all disputed issues in this Docket. It also results in the 
dismissal of two appeals by Qwest of the prior Plan which are pending before the Arizona Court 
of Appeals. 

Staff believes that this Agreement is in the public interest because it reflects a carehl balancing 
of the various interests represented in this Proceeding. It contains many benefits for consumers, 
including a continuation of the hard cap on existing residential and business local exchange rates 
for another 3 years. Other consumers benefits include the reduction to zone charges, a reduction 
to Non-Listed and Non-Published Number rates and an increase in hnding for the Medically 
Needy Program established by the Commission many years ago. It also will benefit consumers 
through its provisions relating to the continuation of existing rates and the one call allowance for 
Directory Assistance and an increase to the Company’s pro rata contribution to construction 
expenses. The Agreement also affords Qwest more pricing flexibility for its more competitive 
services which should allow the Company to more effectively respond to competition. Overall, 
Staff believes that the Agreement- is in the. public interest and recommends its approval by the 
Commission. 
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Direct Testimony of Elijah 0. Abinah 
Docket Nos. T-0105 1B-03-0454 & T-00000D-00-0672 
Page 1 

INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q .  
A. 

Q. 
A. 

Please state your name and business address. 

My name is Elijah 0. Abinah. My business address is 1200 West Washington Street, 

Phoenix Arizona, 85007. 

Where are you employed and in what capacity? 

I am employed by the Utilities Division (“Staff’) of the Arizona Corporation Commission 

(“ACC” or “Commission”) as Assistant Director. 

How long have you been employed with the Utilities Division? 

I have been employed with the Utilities Division since January 2003. 

Please describe your educational background and experience. 

I received a Bachelor of Science degree in Accounting from the University of Central 

Oklahoma in Edmond, Oklahoma. I also received a Master of Management degree fi-om 

Southern Nazarene University in Bethany, Oklahoma. Prior to my employment with the 

ACC, I was employed by the Oklahoma Corporation Commission for approximately eight 

and a half years in various capacities in the Telecommunications Division. 

V7hat are your current Responsibilities? 

As Assistant Director, I review submissions that are filed with the Commission and make 

policy recommendations to the Director regarding those filings. 

Are you the same Elijah 0. Abinah who provided earlier testimony in this matter? 

Yes. 
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Q 

A 

Q. 
A. 

Q. 
A. 

Q 
A 

Did you participate in the discussion which gave rise to the Settlement Agreement 

between Staff, Qwest Corporation, the Department Of Defense and all other Federal 

Executive Agencies, The regulated subsidiaries of MCI, Inc., Time Warner Telecom 

of Arizona, LLC, the Arizona Utility Investors Association, Cox Telcom and XO 

Communications Services Inc.? 

Yes, I did. I was part of the Staff negotiating team. 

What is the purpose of your testimony? 

The purpose of my testimony is to describe the Settlement process and to explain Staffs 

view regarding the Settlement Agreement between Staff of the Arizona Corporation 

Commission (“Staff ’) and other parties. 

Is every party to the docket a signatory to the Agreement? 

No. The Residential Utility Consumer Office (“RUCOy’) is not a signatory to the 

Settlement Agreement. 

What specific areas will your testimony address? 

Specifically, my testimony will address the following areas: 

Process 

Public Interest 

In addition to the process and the public interest components, my testim ill in general 

summarize the entire Agreement and will later address in detail the following sections: 

Section 8. 

Section 9. 

Switched Access Charge Reductions 

Special Access Charge Reductions 
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Section 13. Additional consumer benefits 

Section 14. Directory Assistance 

Section 18. Extension, Revision and Termination Of the Price Cap Plan 

Section 19. Universal Service 

Section 24. Notice to Customers 

Section 26. Qwest Competitive Zone Proposal 

Section 27. Elimination of Certain Reporting Requirements 

Section 28. Dismissal of Consolidated Appeals 

Section 29. General Rate Change Moratorium 

(1) Staff Witness Matt Rowel1 will be covering in more detail the Settlement Sections that 

pertain directly to the Price Cap Plan’s design and operation. 

(2) Staff Witness Del Smith will be covering in more detail the Settlement Sections that 

pertain to Telephone Assistance Plan for the Medically Needy, Service Quality and Line 

Extension Credit. 

(3) Staffs Consultants will be covering in more detail the Settlement Sections that involve 

the technical areas of revenue deficiency, accounting, depreciation lives, and related areas. 

SETTLEMENT PROCESS 

Q. Please discuss the settlement process. 

A. Staff was contacted by a Qwest representative about the possibility of conducting 

settlement discussions regarding Qwest’s pending Price Cap Plan. On February 1, 2005, 

Qwest, at Staff request, filed with the Conlmission’s Docket Control a notice informing the 

Commission and a11 interested parties that Staff and Qwest intended to engage in a 

settlement discussion. 
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Q. Were other Staff members participants in this discussion? 

A Yes, the staff negotiating team consisted of Ernest Johnson, (Director of Utilities Division), 

Matthew Rowel1 (Chief of Telecom and Energy), Del Smith (Chief of Engineering), Will 

Shand (Telecom Manager), Armando Fimbres (Telecom Analyst), Richard Boyles 

(Engineer), Maureen Scott (Staff Legal Counsel), Christopher Kempley (Chief Counsel) 

and myself. 

Q. Did anyone seek to intervene in this matter after settlement discussions began? 

A. Yes. XO Communications Services, Inc. filed for intervention on March 3, 2005, and was 

granted intervention on April 8,2005. 

Q. 

A. 

When did the negotiation process actually begin? 

On February 4, 2005, Staff and the parties submitted a filing to Docket Control informing 

the ALJ of various dates set and agreed to by the parties for meetings in order to start the 

settlement discussion. 

Q. Did all parties involved in this docket participate in the negotiations process? 

A. Initially, most of the intervenors to this docket were involved in the negotiations process. 

Q. 

A. 

Did any of the parties withdraw from the negotiations? 

Yes. On April 13,2005, Staff, and I believe all parties, received an email from the Director 

of RUCO informing all parties of RUCO’s intention to withdraw from the Settlement 

negotiations. 



i 

~ 

I 

I 

~ 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

15 

1E 

1s 

2c 

21 

2; 

2: 

2L 

2: 

I 

I 

Direct Testimony of Elijah 0. Abinah 
Docket Nos. T-0105 1B-03-0454 & T-00000D-00-0672 
Page 5 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Did the other parties continue with the negotiations? 

Yes. 

Were you able to resolve all the issues at hand? 

Settlement negotiation is a process of give and take. 

agreement in principle, except for one issue - Special Access. 

Parties were able to reach an 

Can you explain what happened after the remaining parties reached an agreement in 

principle? 

All the parties agreed that Qwest, Time Warner Telecom and XO should continue 

negotiating to reach a resolution on the Special Access issue. A subgroup was formed to 

work on this issue. Other parties and Staff participated. Qwest, Time Warner Telecom and 

XO were encouraged to work together to resolve their differences and to keep all parties 

informed of their progress or status. 

Did Staff participate in the Special Access negotiations? 

Yes. Staff was involved in the process. Qwest, Time Warner and XO., however, negotiated 

the actual language of the contract between them, which is Attachment D to the 

Agreement. 

While Qwest, Time Warner Telecom and XO were continuing negotiations 

concerning Special Access, what else took place? 

On April 24, 2005, Staff filed with the Docket Control the Principles of Agreement 

between the Parties. 
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Q. 

A. 

Did Qwest, Time Warner Telecom and XO reach an agreement on Special Access? 

Yes. The parties ultimately reached an agreement in principle on Special Access. 

Q. When did Staff and the parties commence the process of reducing the agreement to 

writing? 

As soon as agreement in principle was reached on the Special Access issue, the Parties 

began reducing the Agreement to writing. All Parties to the Agreement participated in this 

process. 

A. 

OVERVIEW OF THE SETTLEMENT AGREEMENT 

Q. Please briefly provide an overview of the Settlement Agreement. 

A. For ratemaking purposes and in accordance with the terms of this Agreement, the Parties 

agree that Qwest’s jurisdictional Revenue Deficiency is $31.8 Million. 

The Parties agree to the resolution of certain accounting issues in the following manner: 

- Qwest shall be treated as having adopted on April 1, 2001, Statement of Financial 

Accounting Standards (“SFAS”) 106 to account for Other Post Employment Benefits 

(“OPEBs”), with a ten year amortization of Qwest’s December 3 1 , 2000 

Accumulated Post-Retirement Benefit Obligation (“APBO”) starting April 1 , 2001. 

- Qwest shall be treated as having adopted on January 1, 2001 the American Institute 

I of Certified Public Accountants’ Statement of Position 98-1 (“SOP 98-1“) to account 

for the costs of internal use computer sofhvare, effective January 1,2001. ~ 
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- The Parties agree that Qwest will provide Staff with a confidential copy of its year- 

to-date December 1990s report for Arizona. 

Qwest agrees to a $255 Million reduction in the annual intrastate depreciation expense for 

each year of the first five years, and approximately a $225 Million annual reduction below 

the test year level in the intrastate depreciation expense thereafter. 

Qwest shall on a going forward basis charge BSI for the cost of installing pedestals and 

cabinets used by BSI in accordance with the FCC’s affiliate billing rules and will continue 

to bill BSI for all other costs in accordance with those same rules. 

Staff and Qwest agree that, to the extent permissible under the FCC Part 36 separations 

rules, the DSL costs also should not be considered intrastate jurisdictional costs. 

Under Decision No. 67734, Qwest is obligated to demonstrate that final rates approved in 

this docket result in ratepayers receiving the full value of the suspended April 1, 2005 

Productivity Adjustment as if it had been effective April 1, 2005. To implement the 

requirement, Qwest agrees to a $12.0 Million reduction to its allowable increase in 

revenues in Year 1 of the Plan. 

The existing Price Cap Plan productivity/inflation indexing mechanism for Basket 1 is 

eliminated. Qwest agrees to implement, as part of the Renewed Price Cap Plan additional 

benefits, in lieu of the productivity/inflation indexing mechanism. 
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Qwest shall make Switched Access Charge (Basket 4) reductions totaling $12.0 Million at 

the start of Year 1 of the Renewed Price Cap Plan. This shall be a permanent reduction in 

Switched Access Charges. The Parties agree that the $12 Million reduction shall be 

revenue neutral. 

Qwest also agrees to offer to Time Warner Telecom, XO and other carriers intrastate DS1 

private line services on a contract basis according to the same terms, conditions, and prices 

as contained in Attachment D of the Agreement. 

The Renewed Price Cap Plan will consist of three retail baskets and one wholesale basket. 

The services contained in each Basket shall not be subject to change, except for the 

addition of new services, during the term of the Renewed Price Cap Plan and until such 

time as the Commission approves a new or modified Plan or terminates the Renewed Price 

Cap Plan. 

The Parties agree that Qwest shall be granted the opportunity to increase its revenue 

through limited price changes during the terms of the Renewed Plan. The revenue 

increases shall be derived from Baskets 2 and 3. 

In Year 1 of the Plan, the allowable net increase in revenues resulting from price changes’ 

shall not exceed $3 1.8 Million, allocated between Baskets 2 and 3 of the Plan. 

’ The phrase “net increase in revenues resulting from price changes” recognizes that reported revenues can change due 
to two factors; changes in volumes and changes in prices. Because the Renewed Price Cap Plan sets a limit on the 
revenue increase allowed in Basket 2 and 3 fiom changes in prices during each Plan year, this phrase is intended to 
indicate that any net price changes implemented by Qwest cannot result in greater net revenues than the allowed limit. 
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In Year 2 of the Plan, and in subsequent years in which the Plan is in effect, Qwest will be 

allowed to implement net price changes for services in Baskets 2 and 3 that increase annual 

revenues no more than $43.8 Million (which represents the $31.8 Million Revenue 

Deficiency plus $12.0 Million to offset the Switched Access Charge reduction in Basket 4). 

Qwest will implement the following additional consumer benefits. The benefits identified 

will total approximately $5.5 Million dollars. 

- Reduction in Zone Charges: The current Zone 1 charge of $1.00 will be reduced to 

$0.50. The current Zone 2 charge of $3.00 will be reduced to $1.50. 

- Reduction to Non-Published and Non-Listed Telephone Number Rates: The current 

rate of $1.65 for residential non-published numbers shall be reduced to $1.15. The 

current rate of $1.30 for residential non-listed numbers shall be reduced to $0.80. 

- Increase in Funding for the Telephone Assistance Plan for the Medically Needy: 

Qwest shall increase its current $1.0 Million annual funding of the Telephone 

Assistance Plan for the Medically Needy (“TAP”), which was established by the 

Commission in Decision 57462, dated July 15, 1991, to a total of $2.0 Million 

annually. 

Directory Assistance will be capped at its existing rate of $1.15 per call, which shall 

include: (a) the current one call allowance per month without charge, (b) two inquiries per 

usage, and (c) call completion. 

Qwest shall increase the current Line Extension Allowance from $3,000 to $5,000. 
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The term of Qwest’s Renewed Price Cap Plan shall be for a period of three years from the 

effective date specified by the Commission in its Order approving this Agreement and 

Renewed Price Cap Plan. 

Qwest shall withdraw its request for $64 Million of Arizona Universal Service Fund 

(“AUSF”) support. 

The Parties agree that Qwest has met the criteria for deregulation of both Voice Mail 

Service and Billing and Collection Services. 

Qwest shall be allowed to introduce promotional offerings upon one (1) day prior notice to 

the Commission. 

Qwest may include packaged offerings in Basket 3 under the Renewed Price Cap Plan 

subject to the conditions that each of the individual elements of packages must be available 

on an ala carte basis in Baskets 1, 2 or 3. 

Qwest shall withdraw its proposal for competitive zones in Arizona. 

Qwest shall no longer be required to file the deposit calculation report or the PAL line 

report as currently required under Decision Nos. 5791 1 and 558 17. 

Qwest will dismiss the Consolidated Appeals following the issuance of a Commission 

Order approving this Settlement Agreement. 
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SECTION 8: SWITCHED ACCESS REDUCTIONS 

Q. 
A. 

Q .  
A. 

Can you briefly explain the meaning of Switched Access? 

Switched Access charges are the historical means by whch local exchange companies have 

been compensated by interexchange carriers (“IXCs”) for the benefits received for use of 

the local exchange network. Over time, the FCC has changed the interstate Switched 

Access charge minute of use (‘cMOU’y) methodology to one that is now in part seen on all 

end-user bills as a fixed subscribe line charge (“SLC”). An SLC results in all end-users 

paying for the equivalent ability to access interexchange services whether those services 

are used or not. 

Describe Staffs understanding of this section of the Settlement Agreement? 

Staff believes that a reduction in intrastate Switched Access charges is warranted. By such 

a reduction, the IXC end-user will hopefully experience a reduction in their intrastate per 

minute rate.’ The settlement figure of $12.0 Million is a compromise figure reached during 

the settlement process. It differs only slightly from the reduction originally recommended 

by Sta€f. The impact of the $12.0 Million reduction is revenue neutral and described 

further in section 10 of the Settlement Agreement. The impact of this reduction and its 

inclusion in the pricing flexibility granted to Qwest should benefit long distance users and 

long distance providers. 

S taffy in its prefiled testimony, recommended that intrastate Switched Access charges be 

reduced by $8.9 Million as proposed by Staff Witness Regan. For the reasons given in Mr. 

Regan’s testimony, Staff recommended that Qwest be able to recover the revenue loss due 

to any Switched Access charge reductions. 
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Q- 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

What is the goal of the Commission regarding Switched Access? 

The goal of the Commission in the current Price Cap Pan is to ensure that the intrastate 

Switched Access is at parity with interstate Switched Access. 

Will the proposed access charge reduction in this agreement accomplish this goal? 

No, but as I stated earlier this is a compromise. 

What was the position taken by the interexchange carriers? 

Initially, the IXCs wanted intrastate Switched Access to be at parity with interstate 

Switched Access, but as I mentioned earlier the $12.0 Million figure is a compromise. 

What was Qwest’s position on the reduction? 

Qwest is not opposed to such a reduction as long as it is revenue neutral. 

In its prefiled testimony, did Qwest advocate for a certain method of recovery? 

Yes. Qwest wanted to mirror the recovery method utilized at the Federal level which 

would be a state SLC. 

Is Staff in agreement with Qwest? 

Staff does not support the concept of an intrastate end-user line charge to recover revenues 

lost through reductions in Switched Access charges. 
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SECTION 9: SPECIAL ACCESS REDUCTIONS 

Q. 
A. 

Q. 
A. 

Describe Staffs understanding of this section of the Settlement Agreement? 

Special Access reductions have been included in this Plan to deal with intrastate Special 

Access issues important to CLECs. These reductions, however, do not in any way change 

the Revenue Deficiency associated with this Settlement Agreement. Staff was a party to 

negotiations that resulted in the Special Access reductions and is satisfied that this 

provision is fair and reasonable. 

How does this provision differ from Staff‘s original position? 

Special Access appeared initially to be of exclusive interest to only one CLEC, Time 

Warner Telecom. Ultimately, the issue became of importance to another CLEC participant 

as well, XO. Staff also noted that the issues concerning Special Access were related to the 

FCC’s interstate Special Access tariffs that had yielded unexpected market results. As 

such, initially intrastate Special Access tariffs did not appear to Staff to be the dominant 

issue and, therefore, not relevant to the renewal of Qwest’s Price Cap Plan. For those 

reasons, Staff did not take an initial position on Special Access in its testimony. 

SECTION 13: ADDITIONAL CONSUMER BENEFITS 

Q. 

A. 

Describe Staffs understanding of this section of the Settlement Agreement? 

This section of the Agreement addresses three areas of benefit to Arizona’s end-users: 

(1) Zone Charges 

(2) Non-Published and Non-Listed Telephone Number Rates 

(3) Telephone Assistance Plan (TAP) for the Medically Needy 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

What are Zone Charges 

These are charges that apply to customers outside the base rate areas of given exchanges. 

Zone charges are supposed to recover additional costs of providing service in high cost 

areas. 

Currently, customers in retail Zone 1 and Zone 2 of Qwest's Arizona wire centers incur 

additional charges over and above the basic 1FR and 1FB service because of the so called 

mileage charges. 

Did Qwest propose to eliminate the zone charges in its original application? 

Yes. 

In Staffs prefiled testimony what was Staff's position? 

Staff was opposed to such elimination, because it would increase the overall revenue 

deficiency of the Company. 

Please describe why Staff believes the reduction of Zone Charges is a benefit to end- 

users? 

In Staffs opinion, a reduction in zone charges is a benefit since any type of reduction to 

basic rates is a benefit to end-users. 

How many customers will benefit from this change? 

A reduction in Zone 1 and Zone 2 charges of $0.50 and $1.50, respectively, will benefit 

approximately [CONFIDENTIAL] total customers, comprised of approximately 

[CONF'IDENTJAL] residential customers and [CONFIDENTIAL] business customers. 
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Q. 

A. 

Please describe Non-Published and Non-Listed Telephone Number services. 

As part of basic local exchange service, end-users are entitled to listings in the whte pages 

and directory assistance, in accordance with the Company's local exchange tariffs. The 

two services provide slightly different levels of listing privacy. Non-Published service 

removes the name, address and phone numbers of subscribers from all of Qwest's listings 

services. Non-Listed services removes the name, address and phone number from the 

white pages directory but does provide it via directory assistance. 

Q. 

A. 

How many customers will benefit from this reduction in rates? 

A reduction of Non-Published and Non-Listed Telephone Number rates by $0.50 is 

estimated to benefit approximately [CONFIDENTLAL] Non-Published and 

[CONFIDENTIAL] Non-Listed customers. 

Q. 

A. 

Please describe the Telephone Assistance Plan (TAP) for the Medically Needy. 

The TAP for the Medically Needy is self-descriptive. The intent is to support end-users 

with medical needs when they are unable to pay for basic local exchange service. 

Q. 

A. 

Currently, how many individuals will benefit from this program change? 

Based on the information provided to Staff on a quarterly basis, by DES, the number of 

individuals in this program are about 11,000. 

An increase in funding for the Telephone Assistance Plan for the Medically Needy is a 

major benefit in this Plan. Most significant are the $1 Million annual funding increase by 

Qwest and the public awareness plan intended to raise the utilization and effectiveness of 

TAP for the Medically Needy. Participation levels may rise to approximately 16,000 
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customers annually from this program change. Staff Witness Smith will address this issue 

in more detail in h s  testimony. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

What is the value of the benefit to the end-users? 

Based on Staffs calculations, the reduction in Zone Charges, the reduction in Non-Listed 

and Non-Published Telephone Number services, and the increase in the Medically Needy 

or TAP program amounts to approximately $5.5 Million in consumer benefits broken down 

as follows: 

Zone 1 & 2 reduction $2.0 Million (approximate) 

Non-Pub/Non-List $2.5 Million (approximate) 

Medically Needy $1 .O Million (approximate) 

The 5.5 million in consumer benefits would be roughly equivalent to retention of the 4.2 % 

productivity factor applied to new Basket 1 services. 

Do the consumer benefits identified above benefit all end-users? 

The reduction to rates for Non-Published and Non-Listed Telephone Number services have 

the potential to benefit all end-users. The increase in funding for the Medically Needy or 

TAP program and reduction of Zone Charges will benefit particular groups of customers. 

Are there other benefits to all end-users under the Plan? 

Yes. Under the Plan, basic local rates for residential and business customers will not 

increase beyond their current levels for at least another 3 years. Like the terrns of the last 

Plan, these services will be hard-capped for the duration of the Plan. I believe this is a 

significant benefit to all residential and business end-users. 
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Under the prior plan, Qwest did not apply any of the productivity inflation reductions to 

basic local service rates. Thus the productivityhflation offset did not benefit all end-users 

under the prior plan. Further, a 5.5 Million productivityhflation offset would amount to a 

de minimis reduction in local exchange rates. 

SECTION 14: DIRECTORY ASSISTANCE 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Did Qwest propose the elimination of the one free call allowance for Directory 

Assistance in its Application? 

Yes. 

Describe Staff's understanding of this section of the Settlement Agreement? 

This Settlement Agreement caps, for the term of this Plan, calls to Directory Assistance at 

$1.15 per month and maintains the current one call per month allowance. Key features of 

two inquiries per month and call completion remain unchanged. This element of the 

Agreement is a clear benefit to all local exchange end-users that utilize DA. 

How does this provision differ from Staff's original position? 

This section is consistent with Staffs original position. Staff did not support the 

elimination of the one free Directory Assistance call per month allowance as requested by 

Qwest in its Application. 
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SECTION 18: EXTENSION, REVISION AND TERMINATION OF THE PRICE CAP 

Q. 

A. 

Q. 
A. 

PLAN 

Describe Staffs understanding of this section of the Settlement Agreement? 

As outlined in section 17, the term of the Plan is three years fiom the effective date the 

Commission order and until the Commission approves a renewed or revised plan or 

terminates the existing Plan. Section 18 provides that at least 9 months prior to the 

expiration of the Plan, Qwest may initiate proceedings before the Commission to extend, 

revise or terminate the Price Cap Plan. This section imposes an obligation on Qwest to 

seek Commission approval of an extension, revision or termination the Plan. In addition, 

Qwest must provide certain information to Staff to help Staff evaluate and make 

appropriate recommendations to the Commission. This section also clarifies that Qwest is 

to serve all Parties to this Agreement a copy of its Application. Finally, this section 
, I  

clarifies the terms and conditions under which Qwest must file a rate case under A.A.C. 

R14-02- 103. 

How does this provision differ from Staffs original position? 

Staffs original position is consistent with the provisions of the Settlement Agreement. 

SECTION 19: UNIVERSAL SERVICE 

Q. Please describe your understanding of Qwest’s original position in its Application on 

AUSF? 

In its original Application, Qwest proposed to recover $64 Million fiom the Anzona A. 

Universal Services Fund (“AUSF”). 

Anzona telephone subscribers. 

Qwest’s proposal would have been borne by all 
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Q. 
A. 

Q. 
A. 

How is Qwest’s request addressed in the Settlement Agreement? 

Under the Agreement, Qwest agrees to withdraw its request to recover $64 Million from 

the AUSF. 

How does this provision differ from Staffs original position? 

Staff disagreed with Qwest’s proposal to recover $64 Million from the Arizona Universal 

Service Fund (AUSF). Staff believed that use of AUSF funds amounted to an indirect rate 

increase of many millions of dollars which all Arizona telephone customers would have to 

Pay. 

SECTION 24: NOTICE TO CONSUMERS 

Q. 

A. 

Describe Staffs understanding of this section of the Settlement Agreement? 

This section establishes timefiames, processes and various requirements on Qwest with 

respect to customer notice. Consistent with Commission policy, rules and regulations, 

Staff believes that consumers must be notified of any and all changes to the Company’s 

rates, terms and conditions. This section ensures that processes are in place to ensure 

timely notice to customers of Plan information and that Staff will have advance notice of 

any proposed consumer communication so that it may review and comment on same. 

More specifically, this section clarifies when (following Commission approval) notice to 

consumers regarding this agreement must take place and how (in two subsequent bills) 

notice to consumers regarding this agreement must take place. 

Customers ordering packages with choices that result in higher prices than a la carte prices 

is of concern to Staff. This section addresses that concern. In accordance with this section, 
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customers ordering Qwest packages should be notified if their package choices could be 

purchased at a lower price on an a la carte basis. 

This section clarifies how and when Qwest shall work with DES to ensure communication 

of directory assistance services for the Special Needs Program. 

Finally, this section clarifies that pursuant to Decision No. 662304, Qwest will remain 

obligated through its contractual arrangements with DEX to continue to provide 

information in the red “Phone Service Pages” highlighting the availability of the Special 

Needs Program. 

Q. 
A. 

How does this provision differ from Staffs original position? 

While this subject was not addressed in Staffs earlier testimony, some of these issues were 

addressed in the last settlement agreement. Staff added clarity to the provisions of the prior 

settlement agreement where needed. 

SECTION 26: QWEST COMPETITIVE ZONE PROPOSAL 

Q. What was Qwest’s position in its original Application with respect to Competitive 

Zones? 

In its original Application, Qwest proposed to establish competitive zones to afford it 

pricing flexibility within geographic areas. 

A. 
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Q. 

A. 

Q. 
A. 

How are competitive zones addressed in the Settlement Agreement? 

As part of the overall Settlement Agreement, Qwest has withdrawn its application for 

competitive zones and will not renew its application for competitive zones during the term 

of this Plan. 

How does this provision differ from Staffs original position? 

Staff indicated in its testimony that it is appropriate for the Plan to recognize the changing 

competitive conditions in Qwest’s service territory, and where warranted, to allow Qwest 

additional pricing flexibility. While Staff did not agree with Qwest’s competitive zone 

proposal as set forth in Qwest’s Application and testimony, Staff did propose alternatives 

for considering the subject of competitive zones. At this point, the Parties have agreed that 

the Renewed Plan provides sufficient flexibility to Qwest, so that competitive zones are no 

longer a consideration at this time. 

SECTION 27: ELIMINATION OF CERTAIN REPORTING REQUIREMENTS 

Q. 
A. 

Describe Staffs understanding of this section of the Settlement Agreement? 

Pursuant to Commission Decisions 57911 and 55817 Qwest was required to provide 

information or reports to the Commission concerning deposit calculation and PAL lines. 

This provision of the Settlement Agreement would eliminate the requirement for Qwest to 

provide these reports in the future. Based upon the reasons set forth in Staffs prefiled 

testimony, Staff agrees that there is no longer a need for these reporting requirements and 

that they should be eliminated. 
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SECTION 28: DISMISSAL OF CONSOLIDATED APPEALS 

Q. 

A. 

Describe Staffs understanding of this section of the Settlement Agreement? 

In this section of the Agreement, Qwest agrees to dismiss the two pending court appeals of 

Commission decisions Nos. 66772 and 67047, contingent on the Commission’s approval of 

the Settlement Agreement. Qwest does not waive its rights to present certain arguments in 

the event the Agreement is disturbed by a court order or Commission order. 

Q. 

A. 

How does this provision differ from Staffs original position? 

Staff have always believed that dismissal of the two pending appeals by Qwest was critical 

in achieving a settlement in this case. 

SECTION 29: GENERAL RATE CHANGE MORATORIUM 

Q. 
A. 

Q. 
A. 

Describe Staffs understanding of this section of the Settlement Agreement? 

This section emphasizes no parties shall file an application for, or complaint seeking an 

adjustment in Qwest’s general rates and charges that would be effective during the term of 

the renewed Price Cap Plan. However, challenges may be brought regarding compliance 

with A.A.C. R14-02-1109 or R14-02-1310, or concerning the lawfblness of any wholesale 

or competitive rate. 

How does this provision differ from Staffs original position? 

This subject was not addressed in Staffs earlier testimony, however a similar provision 

was contained in the last AFOR settlement agreement. The Parties have added some 

important clarification to this provision which Staff supports. 
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SUMMARY AND CONCLUSIONS 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Describe Staffs understanding of the overall Settlement Agreement? 

Staff and all parties to this Agreement have devoted considerable time, resources and effort 

to reach a conclusion that is fair and reasonable. All parties have acknowledged their 

acceptance of this Agreement, reached through open and frank discussions. 

Do you believe that this Agreement is in the public interest? 

Yes. The Settlement Agreement reflects the negotiated resolution of all contested issues in 

this Docket and has widespread support from all active Parties to this Docket, except for 

one. It reflects a carehl balancing of the interests of the various Parties involved. It allows 

Qwest added pricing flexibility for its more competitive services, giving it the ability to 

more effectively respond to competition. It is fair and beneficial to consumers in that it 

once again ensures that basic residential and business local rates will not increase beyond 

existing levels for another 3 years. Additional consumers benefits are contained in the 

Agreement pertaining to the reduction of zone charges, an increase to hnding for the 

Medically Needy or TAP Program and a reduction in rates for Non-Listed and Non- 

Published Telephone Number services. Consumers will also directly benefit from 

provisions relating to Directory Assistance and Line Extension Charges. All parties, 

including consumers, also benefit by Qwest's dismissal of the Consolidated Appeals. 

Overall, Staff is satisfied that the Agreement is in the public interest and it recommends 

that the Commission adopt it. 

Does this conclude your direct testimony? 

Yes, it does. 
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EXECUTIVE SUMMARY 
QWEST CORPORATION 

DOCKET NOS. T-01051B-03-0454 & T-00000D-00-0672 

My testimony describes the following section of the proposed Settlement Agreement filed on 
August 24,2005: 

, . 
Section 7: April 1, 2005 Productivity Adjustment 
Section 12: Price Cap Plan 
Section 17: Term of Plan 
Section 20: Imputation and Price Floor Proceeding 
Section 21: Deregulation of Voice Mail Services and Billing and Collection Services 
Section 22: Promotional Offerings 
Section 23: Packaged Offerings 
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I. Introduction 

Q. 
A. 

Q. 
A. 

Q. 
A. 

>. 
i. 

Please state your name and business address for the record. 

My name is Matthew Rowell. My business address is: Anzona Corporation Commission, 

1200 W. Washington St., Phoenix, Arizona 85007. 

What is your position at the commission? 

I am the Chief of the Telecommunications and Energy section of the Commission’s 

Utilities Division. 

Please describe your education and professional background. 

I received a BS degree in economics from Florida State University in 1992. I spent the 

following four years doing graduate work in economics at Arizona State University where 

I received a MS degree and successfully completed all course work and exams necessary 

for a Ph.D. My specialized fields of study were Industrial Organization and Statistics. 

Prior to my Commission employment I was employed as a lecturer in economics at 

Arizona State University, as a statistical analyst for Hughes Techca l  Services, and as a 

consulting research analyst at the Arizona Department of Transportation. I was hired by 

the Commission in October of 1996 as an Economist II. I was promoted to the position of 

Senior Rate Analyst in November of 1997 and to Chief Economist in July of 2001. In my 

current position I am responsible for supervising nine professionals who work on a variety 

of telecommunications and energy matters. 

What is the purpose of your testimony? 

My testimony will explain certain sections of the proposed Settlement Agreement entered 

into by many of the parties to this case which was filed on August 23, 2005 (“the 

Agreement.”) Specifically I will address the following sections of the agreement: 
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Section 7: April 1, 2005 Productivity Adjustment 
Section 12: Price Cap Plan 
Section 17: Term of Plan 
Section 20: Imputation and Price Floor Proceeding 
Section 21 : Deregulation of Voice Mail Services and Billing and Collection Services 
Section 22: Promotional Offerings 
Section 23: Packaged Offerings 

11. 

Q. 

Section 7: April 1,2005 Productivity Adjustment 

Please explain why the parties to the settlement believed it was necessary to account 

for the April 1,2005 Productivity Adjustment? 

The currently effective Price Cap Plan calls for annual revenue adjustments based on a 

productivityhnflation adjustment factor. That adjustment would have amounted to $12 

A. 

million had it been made this past April 1. However, the Commission’s Decision No. 

67734 suspended the productivity adjustment for April 2005 and obligated Qwest to 

demonstrate that final rates approved in the Renewed Price Regulation Plan docket result 

in ratepayers receiving the 111 value of the suspended April 2005 adjustment. 

Q. How does the Settlement account for the suspended April 1, 2005 Productivity 

Adjustment? 

The Settlement provides that $12 million will be deducted from the allowable revenue 

increases during the first year of the plan. 

A. 

Q. How will this $12 million deduction be allocated among the Baskets? 

4. All of the $12 million will be deducted from the revenue increase associated with Basket 

2. 
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111. Section 12: The Price Cap Plan 

Q. 
A. 

Q. 
A. 

Please briefly summarize the changes to the Price Cap Plan agreed to by the parties. 

The most significant change contained in the Proposed Price Cap Plan (“Plan”) is the 

elimination of the annual productivity adjustment. Additionally under the Agreement the 

“basket” structure of the plan and the rules governing price changes have been revised. 

Please summarize the provisions of Qwest’s current price regulation plan. 

In Decision No. 63487 (March 30, 2001) the Commission approved an alternative form of 

regulation (“AFOR”) plan for Qwest. The M O R  divided Qwest’s services in to three 

baskets: 
0 

0 Basket 2: Wholesale Services 
0 

Basket 1 : BadEssential Non-Competitive Services 

Basket 3 : Flexibly-Priced Competitive Services 

Basket 1 

The weighted average price level (“Price Index”) of all services contained in Basket 1 is 

capped using an annual inflatiodproductivity adjustment factor (described in detail 

below.) On an annual basis Qwest adjusted prices in Basket 1 to account for the effect of 

the inflatiodproductivity adjustment. Prices for many services could be adjusted up or 

down with 30 days notice (but increases were capped at 25% per year.) Certain basic 

services in Basket 1 have “hard caps,” that is, their prices can not increase (but they can 

decrease.) Individual service prices must exceed Total Service Long Run Incremental 

Cost (“TSLRIC”) and comply with the imputation requirements of A.A.C. R14-2- 

13 1 O(C). 

Basket 2 

Basket 2 contains wholesale services such as access charges, PAL lines, and Unbundled 

Network Elements (“UNEs”). Many of these services are governed by their own specific 
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pricing rules and those rules continued during the term of the MOR. Intrastate switched 

access rates were to reduce by $5 million per year during the initial term of the plan. 

Basket 3 

Basket 3 includes services that have been accorded pricing flexibility or have been 

determined to be competitive under A.A.C. R14-2-1108. The Basket 3 price cap index 

was set at the then existing revenues from Basket 3 services plus 13.4% and was adjusted 

upwards by $5 million a year to account for the access charge reductions. New services 

could be placed in Basket 3; however, the Commission can require a different 

classification. New services are filed as tariff filings. Packages of services fi-om Basket 1 

and Basket 3 need to be filed for review by Staff, pursuant to A.A.C. R14-2-1108. The 

price of a Basket 3 service or service package must exceed the TSLRIC of the service or 

package and comply with the imputation requirements of A.A.C. R14-2-13 1O(C). 
l2 ll 
13 

14 

15 

Q. Please summarize the provisions of the revised Plan agreed to by the parties to the 

Agreement. 

The revised plan agreed to by the parties divides Qwest’s services into four baskets: 
0 Basket 1: Hard Capped Retail Services 
0 Basket 2: Limited Pricing Flexibility Retail Services 
0 Basket 3: Flexibly-Priced Competitive Services 
0 Basket 4: Wholesale Services 

I 
A. 

Under the current plan, Basket 1 contains both basic services that are hard capped and 

other services that have a 25% annual cap on price increases. Essentially, the proposed 

plan gives each of these two classes of services their own basket. The parties believed that 

separating these two classes of service into two different baskets would make the plan 

more straightforward and easier to understand. The pricing rules for each of the baskets 

follow: 
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Basket 1: The prices of Basket 1 services are hard capped, that is they can not be 

increased during the term of the Plan. Any changes to the terms and conditions of Basket 

1 services must be approved by the Commission. 

Basket 2: The prices of Basket 2 services may not be increased by more than 25% in any 

12 month period. Any changes to the terms and conditions of Basket 2 services must be 

approved by the Commission. Prior to increasing the price of any Basket 2 service Qwest 

must comply with the requirements of A.A.C. R14-2-1109 and 11 10. A.A.C. R14-2-1110 

requires that companies receive Commission approval before increasing the maximum 

rate for a service and sets out the information companies seeking such an increase are 

required to file with the Commission. The Plan also requires Qwest to provide at least 30 

days notice to its customers of any price increase. 

Basket 3: There is no cap on individual price increases for Basket 3 services. However, 

prior to increasing the maximum rate of any Basket 3 service, Qwest must comply with 

the requirements of A.A.C. R14-2-1109 and 11 10. A.A.C. R14-2-1110 requires that 

companies receive Commission approval before enacting any increase to the maximum 

rate for a service and sets out the information companies seeking such an increase are 

required to file with the Commission. 

Basket 4: Basket 4 is made up of wholesale services that are governed by their own 

specific pricing rules. For example, rates for Unbundled Network Elements (“UNEs”) are 

established by the Commission based on the provisions of the Telecommunications Act of 

1996 and FCC rules. Wholesale service prices are capped at the tariff or contract levels 

for the term of the plan or until contracts are renegotiated or the FCC, the Commission, or 

the COWS determine that other prices are appropriate. 
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Q. With respect to Basket 3, please discuss the provisions of the Plan other than the 

pricing provisions discussed above. 

A. The Plan provides that service packages will be included in Basket 3 subject to two 

conditions: (1) that the individual services in those packages will still be available as 

individual service and (2) that the price of any package shall not exceed the sum of the 

highest prices of the individual services in the package. Should Qwest introduce a new 

package containing Basket 1 and Basket 2 services it is required to inform its customers, 

through its marketing of such packages that the services in Basket 1 and 2 remain 

available as separate services. New services will be Basket 3 services subject to 

Commission consideration of the tariff filing introducing such services. 

Q. The proposed Plan does not include a productivityhflation adjustment factor. 

Please discuss Staffs rationale for agreeing to the elimination of the 

productivityhflation adjustment factor. 

Staff did not support the continuation of the productivitylinflation adjustment factor in its A. 

direct case. In my testimony filed in this case on November 18,2004, Staffs rational for 

agreeing to eliminate the productivityhnflation adjustment factor was discussed. Staffs 

research indicated that most states had abandoned the use of productivity/inflation 

adjustment factors. Additionally, I testified as follows: 
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revenue losses that Qwest has experienced recently Staff does not believe a 

productivity adjustment is appropriate. IJI an environment where revenues are 

growing a productivity adjustment may be appropriate to provide incentives to the 

company to operate efficiently. However, in an environment where revenues are 

declining imposing such incentives should not be necessary.”’ 

Q. 

A. 

Q. 

A. 

Is Staff aware of any changes regarding productivity/inflation adjustment factors 

that have occurred since Staff’s direct testimony was filed? 

Yes. In my direct testimony Utah was listed as one of the few states that still employs a 

productivityhnflation adjustment factor. As of May of this year Qwest has been largely 

deregulated in Utah and is no longer subject to a productivity/inflation adjustment factor 

there. 

How will the opportunity for price increases be allocated between the various 

baskets? 

For Year 1, the overall net revenue increase resulting from price changes shall not exceed 

$31.8 Million. That $31.8 Million shall be allocated as follows: any amount up to $1.8 

Million shall be allocated to Basket 2 ($13.8 Million less $12.0 Million to account for the 

April 1,2005 reduction) and the remainder shall be allocated to Basket 3. 

For Year 2, and for subsequent years in which the Renewed Price Cap Plan is effective, 

the overall net revenue increase from price changes shall not exceed $43.8 Million. That 

$43.8 million shall be allocated as follows: any amount up to $13.8 Million shall be 

allocated to Basket 2 and the remainder shall be allocated to Basket 3. All revenue 

increases are relative to current revenue levels. 

Direct Testimmy of Matthew Rowell filed November 18,2004, Page 11, Line 15. 1 
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Q. 
A. 

Q. 
A. 

What sort of informational filings does the Plan require of Qwest? 

Each time Qwest makes a change in a Basket 2 or 3 service’s price, Qwest will provide to 

Staff, in electronic form, an Excel spreadsheet that is a database of the prices and 

quantities of each service in Baskets 2 and 3 for which Qwest has proposed a price change 

during the term of the Renewed Price Cap Plan. The spreadsheet will include the formula 

for calculating the net change in revenues resulting from the price change for Baskets 2 

and 3. The spreadsheet format should enable Staff to instantaneously observe the effect of 

the price change. 

A spreadsheet for each Basket will be updated with each price change throughout the year, 

cumulatively, in order to calculate the net change in revenues resulting from the price 

change. The calculated net change in revenues resulting from price changes for each 

Basket shall remain at or below the Basket’s authorized additional revenue level as 

discussed above, in order for rate changes to be considered lawful upon filing. The 

spreadsheet shall be equipped with the formula that enables instantaneous verification that 

a price change by Qwest is within the prescribed cap. 

These filing requirements will allow Staff to ensure that Qwest’s proposed price changes 

will not result in revenues that exceed the caps described above. 

What will happen when the three year term of the Plan comes to an end? 

Qwest must propose to continue, revise or terminate the Plan by submitting an application 

to the Commission at least 9 months prior to the expiration of the Plan. If Qwest’s 

proposal would increase its Arizona regulated revenues by more than a de minimis 

amount, Qwest must file a rate case under A.A.C. R-14-2-103. 
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IV. 

Q. 

A. 

Section 17: Term of the Plan 

What is the term of the Plan? 

The term of the Plan shall be three years from the effective date of the Plan. The Plan 

shall continue until the Commission approves a renewed or revised plan or until it is 

terminated by the Commission. 

V. Section 20: Imputation and Price Floor Proceeding 

Q. 

A. 

Section 20 of the Agreement provides that the generic docket instituted to investigate 

the Commission’s rules on imputation and price floors (Docket No. RT-OOOOOJ-01- 

0407) shall be closed. Please explain why Staff agreed to this provision. 

The generic docket was opened as a result of the last price cap proceeding. During that 

case certain parties argued that the Commission’s rules on imputation and price floors 

needed to be reviewed and possible revised. No party to the current case, however, took 

the position that there is a problem with the Commission’s rules on imputation and price 

floors. Additionally, the parties who advocated that the generic docket be opened during 

the last case were not able to articulate what they believed to be the problem at that time. 

Further, Staff is not aware of any problems or complaints concerning imputation or price 

floor issues that have arisen during the term of the current Price Cap Plan. 

VI. Section 21: 

Collection Service 

Q. 

Deregulation of Voice Mail Service and Billing and 

The Agreement calls for Qwest’s voice mail and billing and collection services to be 

deregulated. Why did Staff agree that these services should be deregulated? 

Staffs agreement to support deregulation of these services is consistent with Staffs A. 

position in our filed case. In my Direct Testimony in this case, I indicated that Staff 

supported Qwest’s request to deregulate voice mail and billing and collections (“B&Cyy) 



I 
r 
L 

3 - 
’, 

4 

6 

7 

8 

9 

10 

11 

13 

14 

15 

16 

17 

18 

19 

20 I 

21 

22 

23 

24 

I 25 

Direct Testimony of Matthew Rowel1 
Docket NosT-0105 1B-03-0454 and T-00000D-00-0672 
Page 10 

services. In our investigation of Voice Mail Services we found that voice messaging 

service is not essential and integral to basic telephone service, that it is discrete and 

separable from the public switched telephone network and that it is subject to private 

contracts. These findings lead Staff to recommend that the Commission grant Qwest’s 

petition to deregulate voice messaging service. Similarly, Staff found that B&C service is 

not essential and integral to the provision of telephone service. The B&C services 

provided by Qwest can be used by both IXCs and CLECs. However, Staff found that 

most IXCs and CLECs do not use Qwest’s B&C services and that all IXCs and CLECs 

have alternatives to Qwest’s B&C services. 

VII. Section 22: Promotional Offerings 

Q. Section 22 of the Agreement provides that Qwest shall be allowed to offer 

promotional offerings upon one day notice to the Commission. Why did Staff agree 

to this provision? 

This provision of the Agreement is consistent with Staff‘s recommendation in its filed 

case. Staff recognized that many of Qwest’s competitors are allowed to offer promotions 

A. 

on very short notice. Providing Qwest similar flexibility will allow Qwest to compete 

more effectively. 

VIII. Section 23: Packaged Offerings 

Q. Section 22 of the Agreement provides that packages containing Basket 1 and 2 

services can be included in Basket 3. Why did Staff agree to this provision? 

In my Direct Testimony in this case, I indicated that Staff would support placing all 

packages in Basket 3 as long as the services in the package are available individually and 

as long as the price of the package does not exceed the individual prices of the services in 

A. 
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the package. The provisions of Section 22 of the Agreemeni 

conditions discussed in my Direct Testimony. 

Q. Does this conclude your direct testimony? 

A. Yes, it does. 

are consistent with the 
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EXECUTIVE SUMMARY 
QWEST CORPORATION 

DOCKET NOS. T-01051B-03-0454 & T-00000D-00-0672 

My Supplemental Testimony in support of the proposed Settlement Agreement is organized 
into three sections. The first section addresses service quality and the customer benefits from 
revisions to Qwest’s Service Quality Plan Tariff. Section two discusses benefits that will 
result from an increase in funding to the Telephone Assistance Plan for the Medically Needy. 
In the third section I address consumer benefits that will be derived from an increase in the 
share of rural construction charges that the Company is responsible for. 

The result of the changes to Qwest’s Service Quality Plan Tariff that Staff proposed in this 
case, and which were adopted in the Settlement Agreement, provide an important continuing 
incentive to Qwest to maintain the service quality levels it has achieved which provides a 
direct benefit to customers. 

The funding level for the Telephone Assistance Plan for the Medical Needy has not been 
increased since the inception of the program in 1991. New enrollments in the program have 
had to be restricted due to the level of current funding. The Settlement Agreement provides 
for an increase in funding of $1 million annually so that that additional qualified applicants 
may be assisted and participate in the program. 

The cost to extend new facilities may preclude a rural customer from being able to have basic 
phone service established. Consistent with Staffs testimony in this matter, the Settlement 
Agreement provides for an increase in Qwest’s pro rata share of Rural Construction Charges 
from $3,000 to $5,000 to further promote telephone subscribership and public safety. 
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INTRODUCTION 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Please state your name and business address. 

My name is Del Smith. My business address is 1200 West Washington Street, Phoenix, 

Arizona 85007. 

Are you the same Del Smith who previously submitted prepared Direct and 

Surrebuttal Testimony in this Docket? 

Yes. My qualifications and work experience were provided in my Direct Testimony. 

What is the purpose of your Supplemental Testimony in this case? 

I am filing this testimony in support of the Proposed Settlement Agreement offered by the 

parties. My Supplemental Testimony addresses those portions of the Settlement 

Agreement that relate to retail service quality, the Telephone Assistance Plan for the 

Medical Needy and rural construction charges. I provide an explanation of the consumer 

benefits associated with these elements of the Settlement Agreement. 

SUMMARY OF TESTIMONY 

Q. Briefly discuss how your Supplemental Testimony is organized. 

A. My Supplemental Testimony in support of the proposed Settlement Agreement is 

organized into three sections. The first section addresses service quality and the customer 

benefits from revisions to Qwest's Service Quality Plan Tariff. Section two discusses 

benefits that will result from an increase in funding to the Telephone Assistance Plan for 

the Medically Needy. In the third section I address consumer benefits that will be derived 

from an increase in the share of rural construction charges that the Company is responsible 

for. 
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Q. 
A. 

Q. 

A. 

Q* 

A. 

Please summarize your Supplemental Testimony as it pertains to service quality. 

The changes to Qwest's Service Quality Plan Tariff that Staff proposed in this case, and 

which were adopted in the Settlement Agreement, provide an important continuing 

incentive to Qwest to maintain the service quality levels it has achieved which provides a 

direct benefit to customers. 

Please summarize your Supplemental Testimony as it pertains to the Telephone 

Assistance Plan for the Medical Needy. 

The funding level for the Telephone Assistance Plan for the Medical Needy has not been 

increased since the inception of the program in 1991. New enrollments in the program 

have had to be restricted due to the level of current funding. The Settlement Agreement 

provides for an increase in funding of $1 million annually so that additional qualified 

applicants may be assisted and participate in the program. 

Please summarize your Supplemental Testimony as it pertains to Rural Construction 

Charges. 

In my testimony I explain how the cost to extend new facilities may preclude a rural 

customer from being able to have basic phone service established. Consistent with Staffs 

testimony in this matter, the Settlement Agreement provides for an increase in Qwest's 

pro rata share of Rural Construction Charges from $3,000 to $5,000 to further promote 

telephone subscribership and public safety. 
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QWEST’S SERVICE QUALITY PLAN TAFUFF 

Q- 

A. 

Q. 

Please summarize the recommendations regarding service quality 

proposed in its Direct Testimony? 

Staffs recommendations regarding service quality were addressed in 

that Staff 

my Direct 

Testimony, dated November 18, 2004. Staff recommended that language addressing the 

one-time credit penalty of $2.00 for each residence and business access line be added to 

Qwest’s Service Quality Plan Tariff. Second, Staff recommended certain nominal 

adjustments to the penalty ranges for Residence Office Access, Business Office Access 

and Repair Office Access. Third, Staff recommended that a total company customer 

trouble objective be established and included in the Service Quality Plan Tariff. Finally, 

Staff recommended that all provisions of the Service Quality Plan Tariff not modified by 

recommendations in its Testimony be included in any renewal of the Price Cap Plan by the 

Commission. 

Does the Settlement Agreement adopt all of the service quality recommendations 

proposed by Staff? 

A. Yes. Each of Staffs recommendations are included in Paragraph 15 of the Settlement 

Agreement. 

Q. Does Paragraph 15 of the Settlement Agreement also provide for clarifying language 

to be added to Section 2.5.1 of Qwest’s Service Quality Plan Tariff? 

Yes. The Settlement Agreement allows for clarifications in the Tariff regarding Qwest’s 

obligations during conditions outside of its control. These conditions are termed “Force 

A. 
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Majeure.” The definitional language adopted for the Tariff revision is consistent with 

language that is contained in Qwest’s SGAT’. 

Q. 

A. 

Q. 

A. 

Please describe the benefit that customers will derive from these service quality 

provisions. 

The primary intent of Staffs recommendations is to provide an ongoing benefit to 

customers by continuing to incent Qwest to consistently maintain its service quality 

performance during the term of the Renewed Price Cap Plan. The adjustments that were 

made to penalty ranges for Residence Office, Business Office and Repair Office penalty 

ranges provide additional incentive to the Company to maintain the performance 

improvements it has achieved both prior to, and during, the initial term of the Price Cap 

Plan. 

Please describe how the changes to the penalty ranges provide additional incentive to 

Qwest to maintain its level of service. 

The first adjustment to the penalty ranges would split the offset range into two ranges with 

differing offset amounts. A second adjustment would decrease the width of the no penalty 

range by five percent which would also shift the lower three ranges upward by five 

percent. These changes are illustrated in the following table fi-om page 8 of my Direct 

Testimony. 

Statement of Generally Available Terms and Conditions for Interconnection, Unbundled Network Elements, 
Ancillaly Services and Resale of Telecommunications Services provided by Qwest Corporation in the State of 
Arizona (“SGAT”), Fourteenth Revision, August 29, 2003. 

1 
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Range 
85.01% - 100.00% 

Penal t y/O ffs e t Range Penalty/Offset 
$4,00O/day offset 90.01% - 100.00% $4,00O/day offset 

70.01% - 85.00% 
56.01% - 70.00% 
32.01% - 56.00% 
0% - 32.00% 

85.01% - 90.00% $2,00O/day offset 
No penalty 75.01% - 85.00% No penalty 
$1,00O/day penalty 61.01% - 75.00% $1,00O/day penalty 
$2,00O/day penalty 37.01% - 61 .OO% $2,00O/day penalty 
$4,00O/day penalty 0% - 37.00% $4,00O/day penalty 

The current range for no penalty is asymmetrical around the objective with 2/3 of the no 

penalty range being below objective. The range adopted in the Settlement Agreement is a 

narrower, as well as symmetrical range, thus encouraging Qwest to maintain a higher 

performance level that more closely meets the objective in order to not incur a penalty. 

Second, shifting the lower ranges upward appropriately penalizes Qwest over a broader 

range for poor performance and has the potential for increased penalties should low levels 

of performance occur. This risk can be avoided by the Company by maintaining high 

levels of service which, in turn, benefits customers. 

Finally, splitting the 85.01 percent to 100.0 percent offset range into two components 

minimizes the potential for one good month offsetting as many as four months of poorer 

performance. For example, currently one month with performance between 85.01 percent 

and 90.00 percent would offset four months with performance in a range of 56.01 percent 

to 70.00 percent. Adoption of Staffs recommendation in the Settlement Agreement 

would reduce this example to two months of 61.01 percent to 75.00 percent performance. 

While the Company could still receive the hghest offset amount, it could only do so for 

results over 90.01 percent. Thus the Company should be incented to maintain 

performance at a high level and customers would benefit. 
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TELEPHONE ASSISTANCE PLAN FOR THE MEDICAL NEEDY 

Q. 
A. 

Please describe Qwest’s Telephone Assistance Plan for the Medical Needy (“TAP”)? 

The Telephone Assistance Program for the Medically Needy is available to low income 

households that meet specific financial eligibility criteria and demonstrate a special 

medical need requiring a telephone in the home. Customers are financially eligible if their 

annual income is at or below 150 percent of current federal poverty guidelines. 

Certification of medical need is obtained by use of a simple, standardized form that is 

completed by a physician and attached to the application. The expected duration of the 

medical condition must also be stated on the form. The Arizona Department of Economic 

Security (“DES”) administers the program for Qwest. 

TAP provides a credit to cover the monthly charge for basic local residential phone 

service including any applicable monthly exchange zone increments. The program also 

covers the Universal Service Fund surcharge. In addition, the program covers 50 percent 

of the nonrecurring charge to install the primary residential line as well as the 

nonrecurring charge for the exchange zone increment if applicable. The FCC Lifeline 

program provides funding for the subscriber line charge of $6.30 and contributes an 

additional $3.50 credit toward the monthly charge for basic local residential service. In 

addition, normal deposit requirements are waived for program participants. 

The funding for TAP was established by the Arizona Corporation Commission in 

Decision No. 57462, dated July 15, 1991. In the Decision, Qwest was ordered to set aside 

$1,000,000 annually for the program. TAP benefits are available to new program 

participants as long as there is sufficient money in the fund (which includes the 
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$1,000,000 annual set-aside, matching federal Lifeline funds and all existing surplus 

funds) to cover them.2 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Over time, has there been an increase in the number of customers each year who 

have benefited from the TAP program? 

Yes. The number of participants in the TAP program has increased each year and reached 

a peak in 2002. However, the number of participants in the program declined in 2003 and 

2004. 

Does Staff attribute the decrease in the number of TAP participants the last two 

years to the current level of funding available to the TAP program? 

Yes, Staff believes there is a correlation. The population of Arizona in the early 1990’s 

was certainly less than it is today. There was also a period of time where DES and the 

Community Action Agencies were “ramping up” to enroll eligible customers in the 

program. As a result all of the funding was not used and a surplus built up. By the mid 

1990s the TAP program was utilizing its entire $1 million dollar funding level and was 

beginning to draw down the surplus funds that had developed in prior years. By year-end 

2003 the surplus had been fully used and the number of customers who could benefit fiom 

TAP was limited to the current $1 million level of funding. 

Is it Staffs understanding that DES has had to restrict TAP eligibility criteria to 

keep expenditures within the program’s current level of funding? 

Yes. It is Staff‘s understanding that DES is now restricting new enrollments in TAP to 

eligible participants who have not had phone service from Qwest for at least ninety days 

prior to the date of application. As a result, there are medically needy customers who 

Exchange and Network Services Price Cap Tariff, Section 5.2.6.B.2. 
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meet the income and medical-needs criteria but who either currently have phone service or 

had phone service within the last ninety days that are precluded from benefiting from the 

TAP program. 

Q. 

A. 

Q. 

A. 

Does the Settlement Agreement provide for an increase in annual funding for the 

TAP program? 

Yes. Paragraph 13, Subpart C, provides for an increase in the funding level of the TAP 

program from its current $I  million level to a level of $2 million annually. 

Will there be a consumer benefit from increasing the funding level of the TAP 

program from $1 million annually to $2 million annually? 

Yes. As mentioned previously there are qualified applicants for the TAP program who are 

precluded fiom participating today due to funding level constraints. It appears these 

constraints have reduced the average monthly number of customers receiving TAP 

benefits approximately twenty percent since 2002. Once DES and the Community Action 

Centers “ramp up” for the increased funding level Staff anticipates that the average 

monthly number of customers on the program will resume an upward trend. DES has 

indicated that targeted promotion to raise awareness of the program will also have a 

positive effect on the number of participants in the program. In addition, Arizona’s 

population continues to rise which should also tend to increase the quantity of eligible 

participants. 
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Q. 

A. 

Q. 

A. 

Currently, what is the approximate average monthly number of customers on the 

TAP program and how might the increase in funding change the number of 

participants? 

In 2002, near the end of the time frame TAP expenditures were allowed to exceed TAP’S 

funding level due to there being a surplus from prior years, the average number of 

customers each month who benefited from the TAP program was approximately 10,400. 

During 2004, where expenditures were equal to the $1 Million funding level, the average 

number of customers each month who benefited from the TAP was program was in excess 

of 8,100. Staff would expect that there is a linear relationship between funding level and 

the number of potential customers who might benefit fiom a doubling of the TAP funding 

level. Accordingly, an increase in TAP funding from $1 Million to $2 Million should 

increase the upper limit for the number of customers who might benefit to approximately 

16,000. 

Does the Settlement Agreement provide for increase public awareness of the TAP 

program? 

Yes. The Settlement Agreement calls for Qwest to work with DES on the mutual 

development of a public awareness plan. Staff anticipates that the plan will consider the 

number of new applicants the DES and the Community Action Centers can process each 

month and promote TAP in a manner most likely to reach eligible participants. The public 

awareness plan described above, which is to be executed during the first six months of the 

plan, provides at a minimum for: 1) public information which addresses the availability, 

benefits and qualifying criteria for the Medically Needy program; 2) information to be 

provided in both English and Spanish; 3) targeted promotion to effectively reach those 

consumers who may meet the eligibility criteria of the program; and 4) further efforts to 

reach out and contact other community agencies to increase TAP participation. 
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Q. 

A. 

Q. 

A. 

Does the current TAP program provide any funding to the Community Agencies that 

assist DES in enrolling qualified customers in TAP and does the Settlement 

Agreement make any changes in this regard? 

The current TAP program does not provide any funding to the Community Agencies. 

However, the Settlement Agreement provides for funding of $100,000 annually, which 

shall be deducted from the $2.0 Million in TAP funding, to offset the reasonable 

administrative costs incurred by community agencies that assist DES in enrolling qualified 

applicants in the TAP program. An increase in funding to the TAP program will have an 

impact on the Community Agencies as they will have to process more applications. 

Therefore, it is appropriate to provide some level of compensation to the Agencies to 

mitigate the impact of the additional TAP funding level. The Agreement provides that on 

a quarterly basis, DES shall determine, and invoice Qwest for each community agency’s 

pro rata share of the $100,000 annual funding based upon the number of TAP applications 

each agency has processed in the quarter. Qwest shall consult with DES and submit to the 

Commission a plan which determines how each community agency’s pro rata share is to 

be determined. 

Is there an offset to the $1 million of additional funding for TAP included in the 

determination of Qwest’s $31.8 million jurisdictional revenue deficiency? 

No. Qwest has agreed to not request recovery of the cost of the additional TAP funding. 
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SPECIAL RURAL CONSTRUCTION CHARGES 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Please briefly describe Special Rural Construction Charges3? 

Special Rural Construction Charges generally apply to new establishments of service 

outside the base rate area of a Qwest Exchange when a rural customer’s pro rata share of 

the cost of constructing facilities exceeds $3,000. 

Please summarize the recommendation regarding Special Rural Construction 

Charges that Staff proposed in its Direct Testimony? 

Staffs recommendation regarding Special Rural Construction Charges was addressed in 

the Direct Testimony of Elijah Abinah, dated November 18, 2004. Staff recommended 

that, where Special Rural Construction Charges were applicable, Qwest’s pro rata share of 

the cost for constructing facilities be increased fiom $3,000 to $5,000. 

Does the Settlement Agreement adopt the Special Rural Construction Charge 

recommendation of Staff? 

Yes. Staffs recommendation is included in Paragraph 16 of the Settlement Agreement. 

Please describe the benefit that customers will derive from the Special Rural 

Construction Charge provision of the Settlement Agreement? 

For those affected customers, the increase in Qwest’s pro rata share will make the 

establishment of new service more affordable. Qwest has estimated that there are about 

115 customers per year where the estimate for Rural Construction Charges would be 

between $3,000 and $5,000. To the extent that potential customers could not afford their 

pro rata share with a $3,000 allowance, a $5,000 allowance may allow them to initiate 

service. Encouraging establishment of new service connections in rural areas promotes 

Aiso referred to as line extension charges. 
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national goals of increased subscribership to basic telephone service and may reduce 

health and safety risks associated with a lack of communication ability. 

CONCLUSION 

Q. 

A. 

Q. 

A. 

Do you believe that overall, the Service Quality Plan Tariff, Telephone Assistance 

Plan for the Medical Needy and the Special Rural Construction Charge provisions of 

the Settlement Agreement are reasonable and provide a benefit to consumers? 

Yes. I believe these provisions strike a reasonable public interest balance between Qwest 

and its general body of rate payers. The Service Quality Plan Tariff revisions incent 

Qwest to not allow certain performance indictors to degrade and negatively impact 

customers. As discussed earlier, there is a need to increase the funding level to the TAP 

program so that eligible participants may be assisted. Finally, making new service 

establishment in rural areas more affordable may reduce public health and safety risk due 

to lack of basic communications services. 

Does this conclude your Supplemental Testimony? 

Yes, it does. 
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Please state your name and business address. 

My name is Michael L. Brosch. My business address is 740 North Blue Parkway, 

Suite 204, Lee’s Summit, Missouri 64086. 

On whose behalf are you appearing in this proceeding? 

I am appearing on behalf of the Arizona Corporation Commission Utilities Division 

Staff (“Staff’). 

Are you the same Michael L. Brosch who previously submitted Direct and 

Surrebuttal Testimony in this Docket? 

Yes. 

What is the purpose of your Supplemental Testimony? 

My Supplemental Testimony explains how price cap regulation differs from 

traditional regulation and why price cap regulation has been adopted by many state 

regulatory agencies for the large incumbent locai exchange carriers (“ILECs”). I 

describe why the Settlement Agreement and the Renewed Price Cap Plan (“Plan”) 

represent an appropriate balancing of the interests of ratepayers and shareholders, in 

place of a return to traditional cost-based rate of return regulation for Qwest’s 

Arizona intrastate regulated business. I will explain certain aspects of the Qwest 

Renewed Price Cap Plan agreed to by the Parties,’ and will clarify how Sections 10, 

11 and 12 of the Settlement Agreement resolve issues associated with Arizona 

intrastate revenue levels in a manner that is consistent with the public interest. 
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Q. 

A. 

Q. 

A. 

How does price cap regulation differ from traditional cost-based rate of return 

regulation for incumbent ILECs such as Qwest? 

Price cap regulation involves a moratorium on periodic formal traditional rate case 

proceedings for a specified period of time, during which overall revenues and price 

levels are constrained by certain formula designed to limit price increases. Revenue 

and price changes for specific services or baskets of services are “capped” within 

explicit revenue constraints during the term of the price cap plan. Rather than 

requiring periodic rate cases to measure and litigate issues associated with test year 

expense levels, the appropriate rate of return, the valuation of rate base and various 

cost studies supportive of specific service prices, the price cap regulatory approach 

serves to more directly protect customers from unreasonable increases in the pricing 

of basic services while recognizing that other specific telephone services that are 

more competitive require pricing flexibility within certain overall revenue 

constraints. Price cap regulation may also formalize other regulatory commitments 

addressing service quality, service availability, financial reporting and other matters 

of concern to customers in a more comprehensive manner than periodic rate case 

proceedings. 

What are the intended benefits of a price cap form of alternative regulation, in place 

of traditional cost-based rate of return regulation? 

Price cap regulation provides pricing stabilitv to consumers for the services that are 

least competitive and must remain subject to firm regulation, while recognizing the 

need for limited pricing flexibility for other telecommunications services that are 

more competitive. This is accomplished by classifying services within “baskets” and 

designing tighter pricing and revenue constraints for application to the less 

competitive service baskets. 

Price cap regulation provides an alternative to frequent rate cases that are 

often complicated, time-consuming, expensive and contentious. Thus, a price cap 

form of regulation can serve to improve r e d a t o w  efficiency for the benefit of the 

UTILITECH, NC.  2 
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ILEC, its customers and constituents of the regulatory agency. However, well 

designed plans provide for continued financial reporting and monitoring by the 

regulator, as well as a defined term and/or re-opener opportunities in the event 

unforeseen changes in performance of the plan or financial outcomes require future 

plan revisions. 

Price cap regulation should also serve to promote operational efficiency 

within the ILEC by decoupling costs from prices. Traditional cost-based regulation 

rate cases can provide an opportunity for an inefficient ILEC to translate its higher 

costs into higher authorized revenues and prices. The absence of traditional rate 

cases during the term of a price cap plan serves to amplify the regulatory lag 

incentive to management to maximize productivity in the operation of the business, 

while also limiting opportunities to subsidize competitive services or corporate 

affiliates. 

Finally, price cap regulation offers pricing flexibility to the ILEC that enables 

it to be more responsive to market conditions, by allowing for rapid implementation 

of price changes or service bundling strategies that reduce competitive losses. In 

return for granting such flexibility, the regulator is often able to secure valuable 

regulatory commitments regarding the continued availability of certain services at 

specific prices, comprehensive service quality guarantees, as well as specific 

financial reporting provisions and possibly lower absolute revenue levels than would 

be required under less flexible traditional regulation. 

Because of these benefits, has price cap regulation become the most prevalent form 

of regulation used by state regulatory agencies to regulate their largest ILECs? 

Yes. The Executive Summary of a November 2004 report by The National 

Regulatory Research Institute (“NRFW) titled State Retail Regulation of Local 

Exchange Providers as of September 2004 states: 

Following the trend of previous years, local exchange carriers are still 
transitioning from traditional forms of rate regulation - i.e. rate-of- 
return regulation (ROR) - towards alternative forms of regulation, 
including rate freeze, price caps, flexible regulation and deregulation. 
Among these regulatory regimes, price cap regulation is the most 

UTILITECH, INC. 3 
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commonly adopted by states to regulate the rates of their incumbent 
local exchange carriers, particularly of larger incumbents. 

Despite the prevalence of price caps, traditional rate of return 
regulation (ROR) is still in use in 3 6 states, mostly to regulate smaller 
incumbents, as illustrated in Figure 2. The number of states that use 
ROR for all their ILECs has decreased over time; as of September 
2004, only Alaska, Hawaii, Montana, New Hampshire and 
Washington did so. Arizona and Idaho are special cases; both states 
use ROR for all their ILECs, but Qwest is under hybrid plans that 
combine ROR with price caps in Arizona and with deregulation in 
Idaho. 

I have attached excerpts of this report to my testimony, designated as Attachment 

MLB-S 1 .2 

17 Q. 

18 

Does the Renewed Price Cap Plan that has been agreed to by the Parties to the 

Settlement Agreement in this Docket contain provisions that capture these general 

19 benefits attributable to the price cap regulatory framework? 

20 A. Yes. While I am not responsible for the detailed design of the individual elements of 

21 the Qwest Renewed Price Cap Plan, it is my opinion the Settlement Agreement and 

22 Renewed Price Cap Plan incorporate the desirable attributes of the price cap 

23 regulatory approach I have described. Mr. Carver’s Supplemental Testimony 

24 explains how the $3 1.8 million revenue deficiency in the Settlement Agreement was 

25 determined to be reasonable by Staff. My testimony that follows will explain how 

26 this agreed upon revenue deficiency, as well as other specific provisions within the 

I 27 Settlement Agreement, work together to ensure that the prices charged to customers 

I 28 are reasonable and consistent with the public interest. 

29 
I 30 

3 1 Q. 

32 

REVENUE INCREASES UNDER THE PLAN 
, 
~ 

How is the $3 1.8 million revenue deficiency that is provided for in the Settlement 

Agreement allowed to be implemented by Qwest? 

2 A full copy of the report is available online at: http://www.nrri.ohio- 
state.edu/phpss 1 13/search.uhu?focus=O4- 13&select=Publications 
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22 
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24 

25 

26 

27 

28 

29 
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I 

I 

I 
~ 

I 30 
I 
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A. The implementation of any revenue increases by Qwest is governed by Sections 10, 

1 1 and 12 of the Settlement Agreement and corresponding paragraphs 1 through 6 of 

the Renewed Price Cap Plan document. The most basic and essential services 

offered by Qwest, such as residential and business single-line access (1FR and 1 FB), 

are placed within “Basket 1” of the Plan and the existing service prices are hard- 

capped and cannot be increased during the term of the Plan. Therefore, none of the 

revenue increase approved in the Settlement Agreement will be recovered from basic 

recurring monthly service charges. 

Instead, the revenue increase of $31.8 million will provide only an 

“Opportunity For Price Changes Permitted Under the Plan” within Basket 2: Limited 

Pricing flexibility Retail Services and Basket 3: Flexibly-Priced Competitive 

Services, as more fully described in Settlement Agreement paragraphs 10 and 1 1. In 

Year 1 of the Plan, up to $1.8 million of increased revenues from net price changes 

for services within “Basket 2” are permitted, with the balance of the $3 1.8 million (at 

least $30 million) assigned to “Basket 3” potential price increases. Thus, Qwest is 

afforded the opportunity to change prices for its more competitive Basket 3 retail 

services to achieve the majority of the additional revenues allowed in the Settlement 

Agreement, with no guarantee that market conditions will actually permit Qwest to 

charge such higher prices. 

Q. In discussing how the Renewed Price Cap Plan provides Qwest with limited pricing 

flexibility, you indicated that the Plan allowed for “increased revenues from net price 

changes.” Could you briefly explain the meaning of that phrase? 

The net revenue impact of price increases and price decreases within the Basket is to 

be quantified by multiplying each price change (increases as well as decreases) by 

corresponding current annual sales volumes for the service. The “opportunity for 

price changes” is limited by the Settlement Agreement as noted above. There is no 

opportunity for Qwest to increase revenues to make up for overall volume and 

A. 

revenue declines that may continue to occur because the revenue opportunity relates 

solely to net pricing changes in the future. 

UTILITECH, INC. 5 
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2 Q. 
3 

4 

5 A. 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 Q. 

28 A. 

29 

T-010518-03-0454 & T-00000D-00-0672 
Supplemental Testimony - Michael L. Brosch 

Please explain how the “Switched Access Charge Reductions” and the “April 1 , 2005 

Productivity Adjustment” described in Sections 8 and 7 of the Settlement Agreement, 

respectively, impact the implementation of the $3 1.8 million revenue deficiency. 

The access charge rate reductions and the productivity adjustment provisions directly 

impact price and revenue changes allowed for other intrastate services. First, it 

should be noted that the Parties agreed to a permanent reduction in Qwest’s Switched 

Access Charge prices and revenues in the amount of $12 million annually, as stated 

in paragraph 8, with further agreement that, “. . .the $12 million reduction shall be 

revenue neutral. This revenue “neutrality” provision would normally have the effect 

of requiring offsetting increased pricing and revenues from other intrastate services to 

“make up” for the reduced access charge revenues. Indeed, in Year 2 ofthe Plan, this 

is precisely what happens, the $1.8 million limitation in Basket 2 price change 

revenue impacts is increased to $13.8 million to achieve revenue neutrality for the 

permanent Switched Access rate red~ct ion .~  

However, this does not occur in Year 1 of the Plan, because an additional $12 

million revenue reduction is required under Section 7, to recognize that, “Under 

Decision No. 67734, Qwest is obligated to demonstrate that the final rates approved 

in this docket result in ratepayers receiving the full value of the suspended April 1 , 
2005 productivity Adjustment as if it had been effective April 1 , 2005”. The Parties 

agreed in Section 7 that, “Qwest’s obligation under Decision No. 67734 is satisfied 

by the $12 Million reduction in its allowable net increased revenue from price 

changes for the first year of the Plan as set forth in Section 10.” It is this first-year 

$12 million reduction in revenues pursuant to paragraph 7 that causes the Basket 2 

revenue opportunity to be reduced from $13.8 million to $1.8 million in Plan year 1. 

How was the $12 million reduction in revenues for Plan year 1 determined? 

The amount of the Section 7 revenue reduction in connection with this issue is 

addressed by Staff witness Mr. Rowell. The point I wish to emphasize is that the 

3 

UTILITECH, INC. 6 
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1 

2 

ongoing annual revenue opportunity stated at $43.8 million in Year 2 and subsequent 

years in Sections10, 11 and 12 is actually equivalent to the agreed-upon revenue 

3 deficiency of $3 1.8 million, increased by $12 million because of the permanent 

4 revenue neutral Switched Access Service pricing reductions that are required under 

5 paragraph 8. 
, 

6 

7 Q. 
8 

9 in Arizona? 

Under the Renewed Price Cap Plan, will Qwest be able to increase its prices for 

services in Baskets 1 , 2 or 3 to make up for any competitive losses it may experience 

10 A. 

11 

12 

No. As noted previously, Basket 1 prices are hard-capped and cannot be increased at 

all. In Baskets 2 and 3, Qwest’s ability to increase prices is limited to the specified 

dollar amounts of new revenues set forth in the Settlement Agreement and the Plan. 

13 

14 

Qwest’s overall intrastate revenues have been declining for the past several 

years due to reductions in the number of access lines demanded by customers and to 

15 

16 

17 

competitive losses of toll and feature  revenue^.^ If this trend in Qwest’s overall 

intrastate revenues continues, there is no opportunity under the Plan to make up for 

such losses. At best, Qwest can exercise the granted pricing flexibility to respond to 

18 

19 

market conditions, adjusting prices as required to meet competitive pressures while 

increasing net overall prices only up to the limits permitted for Baskets 2 and 3 

20 services. 

21 

22 Q. 

23 

What is the significance of the last sentence in Plan Section 11 that states, “The 

Additional Consumer Benefits identified in Section 13 shall not be accounted for in 

24 determining price and revenue changes pursuant to Sections 10 and 11 of this 

25 Settlement Agreement”? 

26 A. Section 13 specifies certain rate reductions for zone charges, non-published numbers 

27 

28 

and non-listed numbers and provides for increased funding for the Telephone 

Assistance Plan. The last sentence in Section 11 makes it clear that Qwest cannot 

29 count the foregone revenues from these specified price reductions in calculating the 
~ 

I 

4 See Direct and Rebuttal Testimony of Philip Grate and Brosch Surrebuttal testimony at pages 2-4. 
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1 

2 

3 

net pricing and revenue changes otherwise permitted for Basket 2 and 3 services. In 

other words, the Additional Consumer Benefits to consumers in Section 13 will not 

simply be paid for by increasing prices to customers taking other Qwest services. 

4 

, 5 REGULATORY OVERSIGHT UNDER THE RENEWED PLAN 

6 Q. 
7 

Does the Settlement Agreement require Qwest to submit improved financial 

reporting to the Commission during the term of the Renewed Price Cap Plan? 

8 A. 

9 

10 

11 

12 

13 

14 

15 

16 Q. 

Yes. In Paragraph 3 Qwest is obligated to provide on an annual basis more detailed 

reporting of its jurisdictionally separated financial results in the form of its existing 

“1 990s” reports. This represents an improvement over existing reporting that is 

provided by Qwest on an un-separated basis, combining FCC-jurisdictional interstate 

financial data with the intrastate information that is relevant to Qwest’s financial 

performance under Arizona Commission jurisdiction. Mr. Carver’s Supplemental 

Testimony provides an example of the confidential 1990s report Qwest is to provide. 

What filings are required as part of a next review of the Renewed Price Cap Plan? 

17 A. Section 17 of the Settlement Agreement sets a three year term for the Renewed Price 

18 

19 

20 

21 

22 

23 

Cap Plan, starting from the effective date on which the Commission approves the 

Settlement Agreement and Plan. Then, at least 9 months prior to expiration of the 

term of the Renewed Plan, Section 18 requires Qwest to submit a list of financial and 

operational data. If any significant (more than “de minimis”) revenue increase is 

sought by Qwest when it applies for review of the Renewed Plan, a rate case filing 

under A.A.C. R-14-103 is required of Qwest. I 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

BEFORE THE 
ARIZONA CORPORATION COMMISSION 

SUPPLEMENTAL TESTIMONY OF 
STEVEN C. CARVER 

QWEST CORPORATION 
DOCKET NOS. T-01051B-03-0454 & T-00000D-00-0672 

Please state your name and business address. 

My name is Steven C. Carver. My business address is 740 NW Blue Parkway, Suite 204, 

Lee’s Summit, Missouri 64086. 

Are you the same Steven C. Carver that filed Direct and Surrebuttal testimony in this 

proceeding? 

Yes. 

What is the purpose of your testimony? 

My Supplemental testimony discusses the overall revenue deficiency agreed to by the 

Parties’ and explains why the amount set forth in the Settlement Agreement is reasonable 

and in the public interest. My testimony will also address why the Commission should 

find as reasonable the fair value rate base, rate of return and adjusted operating income 

underlying the Settlement Agreement revenue deficiency. 

What is the amount of the overall revenue deficiency specified in the Settlement 

Agreement? 

Section 2 of the Settlement Agreement sets forth the agreement of the Parties that 

Qwest’s jurisdictional revenue deficiency is $31.8 million. Under the terms of the 

Settlement Agreement, Qwest may only recover this revenue deficiency by increasing the 

prices for competitive services (Le., services in Basket 2 and Basket 3), within defined 

parameters specified in the Settlement Agreement. 

Qwest Corporation (“Qwest”), the Arizona Corporation Commission (“Commission”) Utilities Division Staff 
(“Staff ’), the Department of Defense and All Other Federal Executive Agencies (“DOD-FEA”), the regulated 
subsidiaries of MCI, Inc. (“MCI”), Time Warner Telecom of Arizona, LLC (“Time Warner”), the Arizona 
Utility Investors Association (“AUIA”), Cox Arizona Telcom, LLC (“Cox”), and XO Communications 
Services, Inc. (“XO”). 

1 

1 
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ACC Staff witness Mr. Rowel1 will discuss the design of the Renewed Price Cap Plan 

(“Plan”) as specified in. the Settlement Agreement, including Qwest’s limited ability to 

change the price of individual services in each Basket during the term of the Plan. 

Q. Does the $31.8 million revenue deficiency represent the result of issue-by-issue 

negotiation and resolution among the Parties? 

No. The $31.8 million revenue deficiency in the Settlement Agreement is a packaged 

resolution of all revenue requirement issues, without specific findings to resolve each 

issue. Settlement discussions that occurred are confidential and did involve consideration 

of the merits of individual rate case issues, but the only revenue requirement issues 

specifically resolved by the Parties are identified in Section 3 through Section 6 of the 

Settlement Agreement.’ On the remaining revenue requirement issues between Staff and 

Qwest, Mr. Brosch and I provided advice and assistance to the Staff regarding the 

litigation risk and overall merits of the various ratemaking adjustments presented by 

A. 

Staff, Qwest and the other parties that submitted prefiled evidence. 

Q. 
A. 

Why is the $3 1.8 million revenue deficiency reasonable and in the public interest? 

In June 2004, the Company filed revised R14-2-1033 schedules supporting an overall 

intrastate revenue deficiency of $3 18.5 million (original cost) and $458.8 million (fair 

~ a l u e ) . ~  This revised Company filing served as the starting point for Staffs Direct 

testimony, which supported a revenue deficiency of approximately $3.5 m i l l i ~ n . ~  In 

rebuttal Qwest reduced its overall revenue deficiency from $3 18.5 million to 

$271.258 million - a decrease of about $47.3 m i l l i ~ n . ~  

* Statement of Financial Accounting Standards 106 (“FAS 106”), American Institute of Certified Public 
Accountants’ Statement of Position 98-1 (“SOP 98-I”), depreciation rates and amortizations, BSI Construction 
Related Charges and DSL Allocation. 
Qwest Corporation filing pursuant to A.A.C. R14-2-103(B)(7) or “R14-2-103” filing. 
See Qwest Schedule A-1, filed June 21,2004. 4 

’ 
’ 

See Schedule A, Staff Joint Accounting Schedules. 
Qwest Exhibit PEG-Rl. 
Qwest’s rebuttal filing revised virtually every Company proposed adjustment, including ten (IO) new or revised 
adjustments that incrementally changed revenue requirement in excess of $ I million. These 10 adjustments 
represent a cumulative $47.4 million change in overall revenue requirement, including a revised depreciation 
adjustment (PFA-0 1) which decreased revenue requirement by $45.6 million. 

UTILITECH, 
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In comparison to Qwest’s evidence, Staff Direct testim LPP rted a $3.5 million 

revenue deficiency, while RUCO presented evidence supporting a revenue deficiency of 

$1 60 million.* 

Schedule E of the Staff Joint Accounting Schedules, included in Staffs prefiled direct 

evidence, summarizes and reconciles the revenue requirement value of the various Staff 

ratemaking adjustments, depreciation changes and the rate of return difference 

comprising the many items initially at issue between Staffs direct filing ($3.5 million) 

and Qwest’s June 2004 filing ($318.5 million). Referring to Schedule E from Staffs 

original filing, the following table summarizes the approximate revenue requirement 

effect of the major issues comprising the $3 15 million difference between these Staff and 

Company filings, prior to Qwest’s rebuttal revisions: 

Revenue 
Requirement 

Adjustment 

B-3, C-6 
c-4, c-7 
B-6, C-11 
B-8, C- 18 
B-7, C-22, C-23 
c-9 
C-16 
C-17 

Rate of Return 
DSL (Remove) 
BSI (Construction) 
SOP 98-1 (Software) 
FAS 106 (OPEB Costs) 
Depreciation 
Marketing, Advertising 
YE Wage & Salary 
Incentive Compensation 

(millions) 
$ (46.8) 

(13.1) 

(30.7) 
(27.0) 

(151 .O) 

(12.8) 

$ (299.0) 

(6.2) 

(5.6) 

(5.8) 

I These major issues, along with many other revenue requirement issues, were vigorously 
I 

contested by Qwest in Rebuttal testimony to which Staff responded in Surrebuttal 

testimony. While many of these issues have been previously raised by Staff, there are 

several disputed issues where there is no guiding policy or precedent in prior ACC rate 

orders. Moreover, as shown in the table above, a significant portion of the revenue 

requirement difference involves disputes about rate of return and depreciation accrual 

1 
~ 

~ 

represent a cumulative $47.4 million change in overall revenue requirement, including a revised depreciation 
adjustment (PFA-0 1 ) which decreased revenue requirement by $45.6 million, 
Direct testimony of RUCO witness Marylee Diaz Cortez, pp. 2-3. 8 
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, -  

rates, which are issue areas involving significant analytical judgment. Consequently, an 

adverse decision on only a few of these contested issues could result in an authorized 

revenue deficiency significantly larger than the $3 1.8 million specified in the Settlement 

Agreement. 

Q. 

A. 

In evaluating the reasonableness of the Settlement Agreement, please identify the 

“contested” revenue requirement issues that have no guiding ACC precedent. 

Most of the major issues have no clear ACC guiding precedent: 

0 The DSL (Adjustments B-3 & C-6) and BSI (Adjustments C-4 & C-7) issues have not 
been raised in prior Qwest proceedings. 

In Qwest’s last rate case, Staff raised SOP 98-1 (Adjustments B-6 & C-11) as an 
issue, involving the capitalization of certain software costs previously expensed. 
Qwest contested this issue in both the last rate case and this proceeding. The 
Settlement Agreement in the last rate case was silent on this issue. 

Adjustments B-8 and C-18 also relate to when accrual accounting for FAS106 (OPEB 
costs) was or should be adopted for ratemaking purposes. In the last rate case, Staff 
did not contest Qwest’s proposed rate case adjustment adopting FASlO6 accrual 
accounting. However, the Settlement Agreement in the last rate case did not 
specifically address this issue, leading to a valuation dispute between Staff and Qwest 
in the current proceeding. 

Qwest’s rebuttal testimony does propose a revised depreciation adjustment, reducing 
the Company’s June 2004 revenue requirement by- $45.6 million. However, 
significant depreciation valuation issues remain between Staff and Qwest. While the 
Commission has addressed depreciation issues in prior proceedings, there is no clear 
precedent on certain depreciation issues unique to the pending proceeding. 

Staff also proposed Adjustment C-16, recognizing lower test year-end employee 
levels, year-end wage/ salary rates and related benefit costs. While the Commission 
has addressed similar issues in prior rate proceedings, Qwest’s rebuttal argues that 
Staff employed a “piecemeal” approach to annualizing labor-related costs that was 
inconsistent with other adjustments proposed by Staff. 

The incentive compensation (Adjustment C-17) issue has not been explicitly 
addressed by the Commission. 

While Staff believes that its Direct and Surrebuttal evidence hlly supports each of these 

adjustments, we also recognize the risk that litigation of these issues could result in a 

4 
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significantly higher overall revenue requirement than has been agreed to in the Settlement 

Agreement, if Qwest were to prevail. 

Q. You previously testified that the Settlement Agreement was a “packaged resolution” of 

all revenue requirement issues. Does the Settlement Agreement explicitly resolve the 

disagreements over the accounting issues regarding Qwest’s SOP 98-1 and FAS 106 

adoption -dates? 

Yes. At the risk of oversimplifying two complex accounting issues, the resolution of 

these issues in the Settlement Agreement can best be understood by first briefly 

summarizing the nature of the differences between Qwest and Staff. Qwest’s testimony’ 

initially proposed the prospective or “pro forma” adoption of both SOP 98-1 and FAS106 

during the 2003 test year, under the premise that neither accounting change had been 

previously adopted or approved for Arizona accounting or ratemaking purposes. 

Subsequently, Qwest revised its SOP 98-1 position, contending that the software 

accounting change was adopted in Arizona by the Company in 1999.’’ 

A. 

Staffs Direct and Surrebuttal testimony discussed the fact that Staff had proposed 

adoption of SOP 98-1 in the Company’s last rate case test year (Le., calendar year 

1999),11 which was contested by Qwest, and did not oppose Qwest’s proposed adoption 

of FAS106 in the last rate case.I2 The basic premise of Staffs testimony in the current 

proceeding was that SOP 98-1 should be adopted prospectively in the 2003 test year and 

that it was the regulatory intent that FAS 106 was adopted in the last rate case. 

Extensive testimony has been filed by both Qwest and Staff on both of these issues. 

Because they are complex, the purpose of the foregoing summary was not to reopen or 

reargue the issues, but rather to provide context for the resolution negotiated by the 

Parties. Section 3 of the Settlement Agreement sets forth a negotiated resolution of the 

accounting adoption dates for both of these accounting issues. For Arizona regulatory 

Grate direct testimony, pp. 57-62 (SOP 98-1) & pp. 54-56 (FAS 106) & Grate rebuttal, pp. 15-23 (FAS 106). 
Grate rebuttal testimony, pp. 23-32(SOP 98-1). 
SOP 98-1 addressed in Stafftestimony: Carver direct, pp. 45-56 & Carver surrebuttal, pp. 13-19. 
FAS106 addressed in Staff testimony: Carver direct, pp. 56-71 & Carver surrebuttal, pp, 19-22. 

9 

10 
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I ‘  

accounting, reporting and revenue requirement purposes, Section 3 of the Settlement 

Agreement sets forth the agreement of the Parties to recognize Qwest’s adoption of SOP 

98-1 effective January 1 , 2001 , and FAS 106 effective April 1 , 2001 . 1 3  

Q. For Arizona reporting purposes, does the Settlement Agreement specify that SOP 98-1 

and FAS106 expenses will be reported to the Commission on a basis of accounting 

consistent with these adoption dates? 

Yes, Section 3 of the Settlement Agreement reflects Qwest’s agreement to provide its 

year-to-date December “1 990s report” for Arizona, or any substantively identical 

replacement, at the same time the Company files its Annual Report with the Commission. 

Qwest also agreed to maintain adequate off-book or side records consistent with the 

agreements on FAS 106 and SOP 98-1 and with Commission-ordered depreciation rates 

and amortizations. Attachment SCC-SA1 represents a redacted specimen copy of the 

1990s report that will be provided by Qwest, which will include financial results on both 

a total Arizona and Arizona intrastate basis and will incorporate the intrastate impact of 

these issue-specific agreements. 

A. 

Q. How did Staff determine that the $3 1.8 million revenue deficiency was reasonable? 

A. Staff reviewed Qwest’s rebuttal filing and discussed the revenue requirement issues 

during settlement negotiations. As a result of these efforts, Staff evaluated and modified 

certain of the adjustments contained in its Direct testimony to reflect various revisions 

and corrections. Although there are many different ways one may support a revenue 

requirement settlement that is not based on specific outcomes for particular issues, Staff 

revised or corrected only the following prefiled accounting adjustments in determining 

that the $3 1.8 million revenue deficiency was reasonable: 

Adjustment Description 
B-6 & C-11 SOP 98-1 (Software) 
B-8 & C-18 
B- 10, C- 19, (2-20 & C-24 
c- 1 
C-23 

FAS 106 (OPEB Costs) 
FCC Deregulated Services 
Qwest Update - Corrections & Revisions 
Depreciation - Staff Proposed Rates 

~~ ~ ~~ ~~ 

j 3  The FAS106 resolution also provides for a ten year amortization of Qwest’s December 3 1, 2000 Accumulated 
Post-Retirement Benefit Obligation (“APBO”) starting April 1, 2001. 

6 
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Q. 

A. 

Q. 
A. 

Q. 
I 

ver As noted previously, the SOP 98-1 and FAS106 adjustments modified to reflect the 

adoption dates specified in Section 3 of the Settlement Agreement. The modifications to 

the FCC Deregulated Services adjustments and the Qwest Update reflect corrections and 

modifications identified in the Company’s Rebuttal testimony and discussed during the 

settlement process. The change to Staffs depreciation adjustment recognizes the 

depreciation rates and amortizations addressed in Section 4 of the Settlement Agreement. 

Overall, these changes and revisions caused the $3.5 million revenue deficiency 

recommendation presented in Staffs Direct testimony to increase to $3 1.8 million, which 

is still significantly below the filed revenue deficiency recommendation of any other 

Party to this proceeding. 

Has Staff attempted to reconcile the Settlement Agreement revenue deficiency to the 

prefiled evidence of RUCO? 

No. At the present time, I am not aware of any revisions to the positive $160 million 

revenue deficiency sponsored by RUCO that would reduce that recommendation to a 

level consistent with the Settlement Agreement. RUCO’s prefiled evidence supported an 

overall revenue deficiency that is about $128 million greater than Staffs revised 

settlement position. l 4  

What fair value rate base is specified in the Settlement Agreement? 

Section 1 of the Settlement Agreement indicates that the Parties have agreed that the “fair 

value” of Qwest’s Arizona rate base for the test year ending December 31, 2003, is 

$1,507.7 million. This amount agrees with Staffs proposed rate base, after revising 

Adjustments B-6, B-8 and B-10 as noted above. 

What fair rate of return underlies the Settlement? 

l 4  Direct testimony of RUCO witness Marylee Diaz Cortez, pp. 2-3. 

7 
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A. 

Q. 

A. 

Q. 
A. 

Section 1 specifies that, for ratemaking purposes and for purposes of 

Agreement, the Parties have agreed to a 9.5% fair rate of return, which 

weighted cost of capital originally proposed by Staff. 

the Settlement 

is equal to the 

When applied to the Settlement Agreement fair value rate base, this return produces a 

Required Operating Income of $143.2 million. Recognizing the uncertainty associated 

with litigating the various operating income issues, the Parties concluded through 

negotiation that Qwest’s Adjusted Net Operating Income of $124.4 million at present rate 

levels was reasonable. Using these values, the $3 1.8 million revenue deficiency set forth 

in the Settlement Agreement is summarized below: 

[millions] Settlement 

Proposed Rate Base 
Values 
$ 1507.7 

Rate of Return 9.50% 
Required Operating Income $ 143.2 
Adjusted Net Operating Income 124.4 
Operating Income Deficiency 18.8 
Revenue Conversion Factor 1.6910 

Settlement Revenue Deficiency $ 31.8 

In your opinion, will the overall revenue deficiency and the explicit resolution of SOP 

98-1 and FAS106 ratemaking issues specified in the Settlement Agreement produce just 

and reasonable rates that are in the public interest? 

Yes. 

Does this conclude your Supplemental testimony? 

Yes. 

~~~ 

l5 See Schedule D of the Staff Joint Accounting Schedules, as filed with Staffs direct testimony. 

8 
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1 

2 

SUPPLEMENTAL TESTIMONY 

OF 

3 WILLIAM DUNKEL 

4 

5 Q. Are you the same William Dunkel that previously prefiled Direct Testimony and 

6 

7 Commission (ACC) Staff? 

8 A. 

9 

10 

11 Q. On whose behalf are you testifying? 

Surrebuttal Testimony in this proceeding on behalf of the Arizona Corporation 

Yes, I am. My qualifications are discussed on pages 1 through 3, and on Appendix A, of 

that previously filed Direct Testimony. 

12 A. I am testifying on behalf of the Staff of the Arizona Corporation Commission (ACC 

13 StafQ. 

14 

15 Q. What is the purpose of this testimony? 

16 A. I address the following issues in the Settlement Agreement:' 

17 (1) Depreciation and amortization, 

18 (2) Construction related charges pertaining to Qwest Broadband Services, Inc.(BSI), and 

19 (3) Jurisdictional separations of the cost of interstate DSL service. 

21 Q. 

22 Agreement? 

Could you summarize your recommendations on the above issues in the Settlement 

The Settlement Agreement filed in this proceeding by the ACC Staff on August 23,2005. 1 
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4 Q. 

5 A. 
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Yes. The resolution of these issues as contained in the Settlement Agreement are 

reasonable and in the public interest, as more fully described herein. 

Could you address depreciation and amortization in the Settlement Agreement? 

Yes. In its Direct Testimony, Qwest had recommended depreciation rates that would . 

result in reducing intrastate annual depreciation expense by $109 million. In my Direct 

Testimony on behalf of the ACC Staff, I recommended depreciation rates that would 

result in reducing intrastate annual depreciation expense by $250 million. In its Rebuttal 

Testimony Qwest accepted one of my adjustments2, which brought the Qwest 

recommendation in testimony to a $160 million annual intrastate red~ct ion.~ 

Depreciation and amortization are discussed in Section 4 of the Settlement Agreement, 

and the depreciation rates and amortization agreed upon by the Parties are shown on 

Attachment B to that Agreement. The depreciation rates and amortization agreed to in the 

Settlement Agreement result in a reduction of approximately a $255 million in the 

annual intrastate depreciation expense for each of the first five years, and result in 

approximately a $225 million per year reduction below the test year level in intrastate 

depreciation expense thereafter.4 The reduction in the amount of expense savings after 

five years is because the reduction resulting from the amortization expires after five 

years. 

* In Rebuttal Testimony, Qwest accepted my position that the depreciation rates should be calculated using 
the depreciation reserve levels as of the end of the test year, instead of using the levels as of the start of the 
test year. See pages 16-17 of the Rebuttal Testimony of Dennis Wu. 

Executive Overview, Rebuttal Testimony of Dennis Wu. 
Section 4 of the Settlement Agreement. 

3 

4 

2 
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1 Q. How does the agreed upon depreciation and amortization compare to Staffs 

2 prefiled testimony position? 

3 A. The amount of intrastate depreciation and amortization expense reduction that results 

4 from the Settlement Agreement is very close to the reduction that would result from the 

5 

6 

Staff testimony position on this issue. The Staff Direct Testimony recommendations 

would have resulted in a $250 million annual reduction. The Settlement Agreement 

7 

8 

9 

results in a $255 million annual reduction for each of the first five years, and a $225 

million annual reduction thereafter. The Settlement Agreement annual expense reduction 

exceeds the original Qwest proposed reduction’ by approximately $145 million for each 

10 of the first five years, and exceeds the original Qwest proposed reduction by 

11 approximately $1 1 5 million annually thereafter 

12 

13 The depreciation and amortization as set forth in the Settlement Agreement are 

14 reasonable and in the public interest. 

15 

16 Q. Could you address the BSI construction related charges in the Settlement 

17 Agreement? 

18 A. Yes. This issue is discussed in Section 5 of the Settlement Agreement. Qwest Broadband 

19 

20 

21 

Services, Inc. (BSI) is an affiliate that uses some Qwest facilities when providing services 

similar to cable TV services. The Staff testimony demonstrated that Qwest had not 

charged BSI for installation of pedestals and cabinets used by BSI. In the Settlement 

The original Qwest recommendation would have resulted in a reduction in intrastate annual depreciation 
expense of approximately $109 million. The Qwest recommendation moved to approximately $160 million 
annual reduction after Qwest accepted one of the Staff recommendations. (Executive Overview, Rebuttal 
Testimony of Dennis Wu). 

3 
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Agreement, Qwest agrees that it should have charged BSI for the cost of installing the 

cabinets and pedestals used by BSI. The calculation of the revenue deficiency takes into 

account Qwest’s failure to bill for pedestals and cabinets used by BSI. Qwest also agreed 

on a going forward basis to bill BSI for the cost of installing the cabinets and pedestals in 

accordance with the FCC’s affiliate billing rules. 

The calculation of the revenue deficiency in the Settlement Agreement does adjust for 

Qwest’s failure to bill for installation of pedestals and cabinets used by BSI. On a going 

forward basis Qwest will bill BSI for the cost of installing the cabinets and pedestals in 

accordance with the FCC’s affiliate billing rules. Therefore, this issue is reasonably 

resolved in the Settlement Agreement and the treatment of this issue in the Settlement 

Agreement is reasonable and in the public interest. 

Please address the DSL allocation issue in the Settlement Agreement. 

The DSL allocation issue in addressed in Section 5 of the Settlement Agreement. DSL 

revenues are not considered intrastate jurisdictional revenues. However, Qwest was 

separating a significant portion of the DSL costs into the intrastate jurisdiction, as 

discussed in Staff testimony.6 In the Settlement Agreement, Staff and Qwest have agreed 

that, to the extent permissible under the FCC Part 36 separations rules, the DSL costs 

should not be considered intrastate jurisdictional costs. The resolution of this issue in the 

Settlement Agreement is reasonable and is in the public interest. 

Please summarize your testimony, 

Pages 6-13, Direct Testimony and Schedules of William Dunkel. 

4 
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1 A. In my opinion, the resolutions set forth in the Settlement Agreement are reasonable and 

2 in the public interest on the issues addressed in this testimony. 

5 
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EXECUTIVE SUMMARY 
QWEST CORPORATION 

DOCKET NOS. T-01051B-03-0454 & T-00000D-00-0672 

My testimony responds to RUCO Witness Marylee Diaz Cortez’s testimony on the 
treatment of the April 1, 2005 Productivity Adjustment. I disagree with Ms. Diaz Cortez’s 
statement that ratepayers do not receive the full benefit of this reduction under the terms of the 
Proposed Settlement Agreement. The Settlement Agreement provides for an immediate 
reduction in Qwest’s revenue requirement for Year 1 of $12 Million which is to be allocated to 
Basket 2. This amount represents the value of the April 1, 2005 Productivity Adjustment. The 
allocation was made to Basket 2 under the Settlement Agreement, because it contains some 
services that are in Basket 1 under the current Plan. While Ms. Dim Cortez believes that basic 
rates should be reduced by the amount of the Adjustment, instead of the treatment proposed in 
the Settlement Agreement. Staff believes that RUCO’s credit proposal however, may lead to 
customer confusion. In addition, this would have been an unlikely outcome even if Qwest had 
gone ahead and made the adjustment when required. Under the existing Plan, Qwest has 
discretion to apply the adjustment to any Basket 1 services it desires. 

Staff and the parties to the Settlement Agreement worked very hard to reach an outcome 
that was beneficial to consumers and was fair, just and reasonable. Staff believes that the 
proposed Settlement Agreement and Revised Plan is in the public interest and should be 
approved by the Commission. 
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INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q 
A 

Please state your name and business address. 

My name is Elijah 0. Abinah. My business address is 1200 West Washington Street, 

Phoenix Arizona, 85007. 

Where are you employed and in what capacity? 

I am employed by the Utilities Division (“Staff ’) of the Arizona Corporation Commission 

(“ACC” or “Commission”) as an Assistant Director. 

How long have you been employed with the Utilities Division? 

I have been employed with the Utilities Division since January 2003. 

Are you the same Elijah 0. Abinah who provided earlier testimony in this matter? 

Yes. 

What is the purpose of your testimony? 

The purpose of my testimony is to address the Residential Utility Consumer Office 

(“RUCO”) Supplemental Testimony of Marylee Diaz Cortez, specifically on the issue of 

the April 1, 2005 Productivity Adjustment. Mr. Rowel1 will address RUCO’s first five 

concerns with the Settlement Agreement which are identified on page 2 of Ms. Diaz 

Cortez’s testimony and which are discussed in Dr. Johnson’s testimony. 
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APRIL 1,2005 PRODUCTIVITY ADJUSTMENT 

Q. 

A. 

What is the Productivity Adjustment and why is the April 1, 2005 Productivity 

Adjustment an issue in this proceeding. 

Pursuant to Commission Decision No. 63487, and the provisions of the existing Price Cap 

Plan, Qwest was required to make a Productivity Adjustment or an annual price reduction 

in Basket 1 when productivity exceeded inflation. Such reduction was to be made on April 

1 of each year. 

Because of issues relating to Qwest’s financial statements at the time it submitted its 

application €or renewal of -its existing Plan, the Commission was unable to approve a new 

or modified Plan by the date the existing Plan was to expire. Under the Continuation 

Clause of the Plan, all of the terms of the Plan were to remain in effect until the 

Commission entered an Order approving a new or modified Plan, or terminated the existing 

Plan. In Decision Nos. 66772 and 67047, the Commission interpreted this as including the 

productivity factor, since it was an integral part of the Plan. On February 3, 2005, Qwest 

sought a suspension of the Productivity Adjustment pending the outcome of settlement 

discussions. In Decision No. 67734, the Commission suspended the April .- . 1, 2005 

Productivity Adjustment until final rates are set in t h s  case. The Commission put the 

burden on Qwest of demonstrating that the terms of any Renewed Plan or other form of 

rate regulation that may ultimately be approved, whether produced by settlement or 

through litigation, include full credit for the value of the April 1, 2005 Productivity 

Adjustment being given to ratepayers. 

Qwest also appealed the various Commission orders interpreting the provisions relating to 

the Productivity Adjustment and the Continuation Clause and those appeals have been 
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consolidated in the Arizona Court of Appeals and the Superior Court of Anzona. 

Paragraph 28 of the Proposed Settlement Agreement deals with the dismissal by Qwest of 

those appeals. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Pursuant to the Commission’s Decision No. 63487, what was the Productivity 

Adjustment rate? 

The Productivity Adjustment rate was set at 4.2 percent. 

On page 3 line 8 of Ms. Diaz Cortez’s testimony, she stated that the Productivity 

Adjustment Rate was 4.8 percent. Does Staff agree with the quoted rate? - _ _  - 

No. As stated earlier, the Productivity Adjustment rate was set at 4.2 percent. 

Did Qwest make the required Productivity Adjustment in April 2002,2003 and 2004? 

Yes. 

Did Qwest provide Staff with the dollar amount of reduction associated with the April 

1,2005 Productivity Adjustment? 

Yes. 

What was the amount? 

Based on the information provided by the Company that was verified by Staff, the amount 

is approximately $12 million dollars. 
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Q. 
A. 

- 

Q. 

A. 

Did Qwest make the April 1, 2005 reduction? 

No. Qwest did not make the required reduction because, as discussed earlier, Commission 

Order 67734 suspended the required adjustment to allow for comprehensive settlement 

discussions between the parties and to avoid customer confusion. The Commission further 

found in Finding of Fact 19 that it was in the public interest to allow Qwest to suspend the 

implementation of the April 1, 2005 Productivity Adjustment until final rates are set in this 

docket, as long as the consolidated appeals were suspended for a similar time period. 

However, the liability associated with the April 1, 2005 adjustment would continue to 

accrue, in accordance with the terms of the Continuation Clause of the Price Cap Plan. 

Was Qwest required to apply the Productivity Adjustment to any particular service? 

No. Qwest has the discretion under the existing Plan to apply the reduction to any 

service(s) it chooses. The only requirement on Qwest is that the reduction has to take place 

in Basket 1. 

For example, price reductions associated with the April 1 , 2002 Productivity Adjustment 

for Year 1 under the existing Plan were made to the following services: (1) non-recumng 

charges for business and residence custom calling and listings; (2) basic business services 

non-recumng and recurring rates; and (3) digital switched service and uniform access 

solution rates. 

For Year 2 of the existing Plan, Qwest made price reductions associated with the April 1, 

2003 Productivity Adjustment to the following services: (1) the residential additional line 

rate; (2) basic business service non-recumng and recurring rates; (3) custom calling feature 
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recurring rates; (4) market expansion line rates; (5) hunting service rates, and (6) residence 

package rates. 

For Year 3 of the existing Plan, Qwest made price reductions associated with the April 1, 

2004 Productivity Adjustment to the following services: (1) the residential additional line 

rate; (2) basic business service recumng rates; (3) business listing service rates; (4) market 

expansion line rates, (5) basic exchange enhancement rate and (6) residential package rates. 

Q. 

A. 

Q. 

A. 

Q .  

A. 

Does the Revised Price Cap Plan agreed to by the parties to the Proposed Settlement 

Agreement provide for continuation of the Productivity Adjustment. 

No, the Productivity Adjustment is eliminated in the Revised Price Cap Plan. Staff did not 

support continuation of the Productivity Adjustment for the reasons given in MI. Rowell’s 

original testimony. 

Please briefly identify the sections of the Proposed Settlement Agreement that address 

the April 1,2005 Productivity Adjustment. 

Sections 7 contains the parties’ agreement concerning the April 1, 2005 Adjustment and 

Sections 10 and 11 of the Settlement Agreement address how the April 1, 2005 

productivity factor will be allocated. Attachment 1 to my testimony contains copies of 

these provisions. 

Can you please briefly summarize the provisions of the Settlement Agreement 

regarding the April 1,2005 Productivity Adjustment? 

Yes. Section 7 of the Proposed Settlement Agreement provides that Qwest’s obligation 

with regard to the April 1, 2005 Productivity Adjustment will be satisfied by a $12.0 
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Q. 

A. 

Q. 

A. 

Million reduction in its allowable net increased revenue from price changes for the first 

year of the Plan. Section 10 of the Proposed Settlement Agreement describes how the 

reduction described in Section 7 is to be implemented. It provides for subtraction of the 

$12.0 Million associated with the Productivity Adjustment fiom Qwest’s allowable net 

increase in revenues for Year 1 of the Plan. Finally, Section 11 of the Proposed Settlement 

Agreement explains how Qwest’s allowed revenue increase will be allocated between the 

various baskets for each year of the Plan. Section 11 provides that the full $12.0 Million 

Productivity Adjustment shall be allocated to Basket 2 such that Qwest may only obtain 

$1.8 Million in additional revenues from Basket 2 in Year 1 of the Plan. 

- -. - 

RUCO takes issues with the Proposed Agreement’s allocation of the April 1, 2005 

Productivity Adjustment to Basket 2. Why does Staff believe that allocation of the 

April 1,2005 Productivity Adjustment to Basket 2 is appropriate? 

Staff believes that applying the $12.0 million to Basket 2 is appropriate because it is in line 

with how the Productivity Adjustment has been applied in the past. During the three years 

(2002 -- 2004) that the Productivity Adjustment was applied, Qwest reduced the rates of 15 

different services. Of those 15 services, 9 of them are included in the proposed Basket 2 

under the proposed Settlement Agreement. Thus, Staff believes that applying the $12.0 

million to Basket 2 most closely approximates Qwest implementation of the Productivity 

Adjustment over the years. 

If Qwest had simply made the April 1, 2005 reduction, what is the likelihood that 

residential rates would have been reduced? 

Assuming that Qwest had simply made the Productivity Adjustment for April 1 , 2005, and 

given the history of its past adjustments, it is unlikely that any Adjustment would have 
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Q. 

A. 

Q. 

A. 

been made to basic residential rates. At no time since the current plan was approved has 

the residential basic rate decreased as a result of the operation of the Productivity 

Adjustment. Thus, Staff does not believe that RUCO’s proposal to apply the entire $12.0 

million adjustment to basic rates reflects what was likely to occur had Qwest made the 

April 1,2005 Adjustment. 

Why does Staff believe that the proposed Settlement Agreement satisfies the April 1, 

2005 Productivity Adjustment? 

Staff believes that the provisions of the Proposed Settlement Agreement satisfy the April 1, 

2005 Productivity Adjustment because there is an inmediate $12.0 Million reduction in 

Qwest’s revenue requirement for Year 1 of the Plan. Both residential customers and 

business customers will benefit from this because Basket 2 contains ancillary services and 

additional lines for both residential and business customers. With application of the April 

1, 2005 Productivity Adjustment, Qwest will only have the opportunity to raise rates in this 

basket by $1.8 Million in Year 1. Thus, customers will benefit from not incumng an 

increase in rates for certain services that might otherwise could occur absent the 

adjustment . 

Ms. Diaz Cortez, on page 6 lines 14 through 19, recommends that “all Qwest IFR and 

IFB customers receive a credit on their monthly bills equal to a twelve month 

amortization of the value of the April 1, 2005 Productivity Adjustment that was 

foregone during the suspension period.” Does Staff agree with that recommendation? 

No. Staff believes that issuing a credit that will decrease the monthly rate and then turn 

around and increase it when the credit is no longer applicable will simply confuse the end 

user. The primary point, however, I would like to make is that a settlement reflects a 
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Q. 
A. 

compromise on the major issues in any case. Staff believes that there are many provisions 

in the Proposed Settlement Agreement which benefit residential customers, including the 

fact that under the proposed Price Cap Plan, residential rates cannot increase beyond 

current levels for the Plan's tern again. RUCO, in its pre-filed testimony, had identified a 

revenue requirement of approximately $160,000,000. Under the Proposed Settlement 

Agreement, the parties have agreed to a revenue requirement of $3 1.8 Million. In addition, 

under the Proposed Settlement Agreement, the consolidated appeals will be dismissed as 

provided in Paragraph 28 of the Agreement, another significant benefit because of the 

litigations risks involved with any appeal. 

The parties to the Settlement Agreement and Staff worked very hard to ensure an outcome 

that is fair, just and reasonable to the end-user and the Company under the Agreement. 

Staff believes that the Proposed Settlement Agreement is in the public interest and request 

that the Commission approve the Agreement. 

Does this conclude your testimony? 

Yes it does. 
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Section 7. Am-il 1,2005 PRODUCTIVITY ADJUSTMENT 

ATTACHMENT 1 

This Settlement Agreement recognizes that the Commission’s Decision No. 67734 
suspended the Productivity Adjustment to prices that Qwest would have made to Basket 
1 of the original Price Cap Plan on April 1, 2005, under the Commission’s interpretation 
of that Plan. Under Decision No. 67734, Qwest is obligated to demonstrate that final 
rates approved in t h s  docket result in ratepayers receiving the full value of the suspended 
April 1, 2005 Productivity Adjustment as if it had been effective April 1, 2005. The 
Parties agree that Qwest’s obligation under Decision No. 67734 is satisfied by the 12.0 
million reduction in its allowable net increased revenue from price changes for the first 
year of the Plan as set forth in Section 10 of this Agreement. 

Section 10. 
THE PLAN 

OPPORTUNITY FOR PRICE CHANGES PERMITTED UNDER 

The Parties agree that Qwest shall be granted the opportunity to increase its revenue 
through limited price changes during the terms of the Renewed Plan. The revenue 
increases shall be derived from Baskets 2 and 3 of the Plan as described in this Section 10 
and in Section 11. 

In Year 1 of the Plan, the allowable net increase in revenues resulting from price changes 
shall not exceed $3 1.8 Million, allocated between Baskets 2 and 3 of the Plan, as set forth 
in Section 11. The $31.8 Million of allowable net increased revenue from price changes 
is determined by starting with the $3 1.8 Million revenue deficiency set forth in Section 2 
of this Agreement, adding $12.0 Million to offset the Switched Access Charge reduction 
set forth in Section 8 of this Agreement, and subtracting $12.0 Million for the April 1, 
2005 Productivity Adjustment identified in Section 7 of this Agreement. 

In Year 2 of the Plan, and in subsequent years in which the Plan is in effect, Qwest will 
be allowed to implement net price changes for services in Baskets 2 and 3 that increase 
annual revenues no more than $43.8 Million (which represents the $3 1.8 Million revenue 
deficiency plus $12.0 Million to offset the Switched Access Charge reduction). It is the 
intent of the Parties that under no circumstances will the overall increase in annual 
revenues fi-om net price changes exceed $43.8 Million during the term of the Renewed 
Plan. 

The Parties agree that the rate changes specifically set forth in this Agreement (together 
with any applicable resale discounts) and the pricing flexibility for Basket 2 and 3 
Services under the Renewed Price Cap Plan result in just and reasonable rates for 
Qwest’s Anzona intrastate operations. 

Section 11. 
BASKETS 2 AND 3 

For Year 1 , the overall net revenue increase resulting from price changes shall not exceed 
$3 1.8 Million and shall be allocated as follows: any amount up to and not exceeding $1.8 

ALLOCATION OF PRICE CHANGE OPPORTUNITY BETWEEN 



I 

.C 

' I  
ATTACHMENT 1 

Million shall be allocated to Basket 2 ($31.8 Million less $12.0 Million for the April 1, 
2005 reduction identified in Section 7 of this Agreement) and the remainder of the 
aggregate $3 1.8 Million not used for Basket 2 shall be allocated to Basket 3. 

For Year 2 of the Renewed Price Cap Plan, and for subsequent years in which the 
Renewed Price Cap Plan is effective, the overall net revenue increase from price changes 
shall not exceed $43.8 Million ($31.8 Million revenue deficiency set forth in Section 2 of 
this Agreement plus the $12.0 Million Switched Access Charge reductions set forth in 
Section 8 of this Agreement) and shall be allocated as follows: any amount up to and not 
exceeding $13.8 Million shall be allocated to Basket 2 and the remainder of the aggregate 
$43.8 Million not used in Basket 2 shall be allocated to Basket 3. 

The additional Consumer Benefits identified in Section 13 shall not be accounted for in 
determining price and revenue changes pursuant to Sections 10 and 11 of this Settlement 
Agreement. 
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EXECUTIVE SUMMARY 
QWEST CORPORATION 

DOCKET NOS. T-01051B-03-0454 & T-00000D-00-0672 

This Rebuttal Testimony responds to the Supplemental Testimony of Dr. Ben Johnson, witness 
for RUCO. Dr. Johnson’s Responsive Testimony appears to be inconsistent with the testimony 
of RUCO witness Marylee Diaz Cortez and his own Direct Testimony at times. Dr. Johnson’s 
Testimony also appears to have several internal inconsistencies and oftentimes does not 
accurately portray the proposed Settlement Agreement. It also appears to be inconsistent with 
positions RUCO has taken in at least one other Docket. Staff also is concerned that Dr. Johnson 
offers no workable solutions to the significant issues in this case. 

For the above reasons Staff recommends that the Commission discount Dr. Johnson’s 
recommendation in its deliberations on this matter. 
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Introduction 

Please state your name and business address for the record. 

My name is Matthew Rowell. My business address is: Arizona Corporation Commission, 

1200 West Washington Street, Phoenix, Arizona 85007. 

Q. 

A. 

Q. Are you the same Matthew Rowell who submitted Supplemental Testimony on behalf 

of Staff on September 6,2005? 

A. Yes. 

Q. 

A. 

What is the purpose of this Rebuttal Testimony? 

The purpose of this Rebuttal Testimony is to respond to the Supplemental Testimony of 

RUCO witness Dr. Ben Johnson. 

Q. 

A. 

What is your general impression of Dr. Johnson’s testimony? 

Dr. Johnson’s testimony is very critical about the Proposed Settlement Agreement reached 

among the parties to this case (exclusive of RUCO.) However, upon close examination, 

Dr. Johnson’s Responsive Testimony appears to be inconsistent with the testimony of 

RUCO witness Marylee Dim Cortez and his own Direct Testimony at times. Dr. 

Johnson’s Testimony also appears to have several internal inconsistencies and oftentimes 

does not accurately portray the proposed Settlement Agreement. It also appears to be 

inconsistent with positions RUCO has taken in at least one other Docket. Staff also is 

concerned that Dr. Johnson offers no workable solutions to the significant issues in this 

case. 
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rr. 
Q. 
A. 

Dr. Johnson’s recommendation 

What is Dr. Johnson’s primary recommendation? 

Dr. Johnson recommends that “the Commission reject the Proposed Settlement 

Agreement, and move forward with a full hearing on all the issues that were raised during 

the earlier stages of this proceeding.”’ Dr. Johnson justifies this recommendation by 

stating that “It is not yet time to begin thinking about providing the Company with the 

type of extreme pricing flexibility that it seeks through this proposal.”2 Staff finds it 

difficult to reconcile Dr. Johnson’s recommendation to go to hearing on the parties’ pre- 

settlement positions with his justification that the settlement offers too much pricing 

flexibility. This is because in Staffs opinion the filed positions of many of the parties to 

this case (including Qwest, RUCO, and Staff> actually advocated more pricing flexibility 

for the Company than the Proposed Settlement Agreement does. Thus, rejecting the 

Proposed Settlement Agreement and moving forward with a hearing on the parties’ 

original positions is likely to result in pricing flexibility for the Company in excess of 

what is allowed for in the Proposed Settlement Agreement. This is precisely the result 

that Dr. Johnson purports to want to avoid. 

’ Responsive Testimony of Ben Johnson, Ph.D. p. 23 line 21. 
bid.  p.23 line 23. 
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Q. 

A. 

111. 

Q. 

A. 

Why does Staff believe that rejecting the Proposed Settlement Agreement and 

moving forward with a hearing on the parties’ original positions is likely to result in 

pricing flexibility for the Company in excess of what is allowed for in the Proposed 

Settlement Agreement? 

Many of the parties to this case (including RUCO, Staff and Qwest) advocated some lund 

of geographic pricing flexibility often referred to as a “Competitive Zone” approach. 

Under a Competitive Zone approach Qwest will be able to vary its rates across different 

geographic areas. If the Company is allowed to vary its prices across geographic areas it 

will enjoy much more pricing flexibility than it would under the Proposed Settlement 

Agreement which requires state wide prices. Also, even absent any geographic flexibility, 

the basket structure advocated by RUCO in their direct case allows for more pricing 

flexibility than the basket structure in the Proposed Settlement (see the discussion of 

basket structure below.) 

The Competitive Situation and the Basket Structure of the Proposed Plan 

What is Dr. Johnson’s position on the competitive situation in Arizona’s telecom 

markets? 

Dr. Johnson’s position on the competitive situation in Arizona is difficult to discern. Dr. 

Johnson indicates at several points in his testimony that the Proposed Settlement does not 

adequately account for the competitive situation in Arizona. However, at no point does he 

adequately explain his assessment of the competitive situation in Arizona. Dr. Johnson 

does indicate that he believes “competitive conditions have intensified since the 

Commission approved the current plan.”3 However, he never explains the nature of that 

intensification. 

Ibid. p. 10 lme 4. 3 
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Q. 

A. 

Q.‘ 

A. 

On the subject of the competitive situation in Arizona, are the statements made by 

RUCO’s witnesses consistent? 

No. RUCO’s position on competition is inconsistent, in Staffs opinion. For instance at 

page 10 starting at line 16 of his Responsive Testimony, Dr. Johnson argues that moving 

certain services into Basket 2 would be detrimental because it would allow Qwest to raise 

the price of those services to excessive levels. However, in footnote 2 on page 6 of her 

Responsive Testimony RUCO witness Marylee Diaz Cortez argues that Qwest ’s ability to 

raise prices on Basket 2 services is restricted by competition and thus the Proposed 

Settlement’s resolution of the April 1, 2005 adjustment is inadeq~ate.~ It is difficult for 

Staff to reconcile apparent inconsistencies such as this in the RUCO witnesses’ testimony 

on the Proposed Settlement Agreement. 

Are there other inconsistencies in Dr. Johnson’s testimonies that are worth 

mentioning? 

Yes. As alluded to above, Dr. Johnson’s discussion of the Plan’s basket structure 

demonstrates that he may not understand the provisions of the Proposed Settlement 

Agreement. 

Dr. Johnson acknowledges that competitive conditions have intensified since the 

Commission approved the current plan.5 To account for this intensified competition Dr. 

Johnson recommends a price cap plan with three baskets: Moderate Pricing Flexibility 

Services; High Pricing Flexibility Services; and Total Pricing Flexibility Services. In his 

Direct Testimony filed on November 18, 2004, at page 184 lines 4-6, Dr. Johnson 

explained that RUCO’s Moderate Pricing Flexibility basket (which would replace the 

See the Surebuttal Testimony of Staff witness Elijah Abinah for a full discussion of Staffs response to Ms. Cortez’s 

Ibid. p. 10 line 4. 

4 

arguments concerning the Proposed Settlement’s resolution of the April 1,2005 adjustment. 
5 
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Q. 

A. 

Q- 

A. 

current Basket 1) would allow individual rate elements to increase by 25 percent per year. 

However, at page 10 line 16 thru page 11 line 13 of his Responsive Testimony, Dr. 

Johnson criticizes the Proposed Settlement Agreement because it allows certain services to 

move from Basket One to the new Basket Two which has a cap on individual rate 

elements of 25 percent per year (in addition to an overall revenue cap.) Here, contrary to 

his Direct Testimony, Dr. Johnson seems to indicate that the 25 percent per year cap is not 

justified by the current level of competition. 

So to summarize the issues concerning basket structure, in his direct testimony Dr. 

Johnson advocated applying a 25 percent per year individual rate cap to aZZ services 

in the basket with the lowest pricing flexibility, yet in his Responsive Testimony he 

indicates that competitive conditions do not justify moving a subset ofservices in that 

basket to the new Basket 2 which has the same 25 percent per year individual rate 

cap. 

That is correct. 

Please compare the basket structure contained in the Proposed Settlement 

Agreement with the basket structure advocated by RUCO in their direct case. 

The Proposed Settlement Agreement advocates placing Qwest's services into four baskets: 

Hard Capped services, no pricing flexibility. 

Services that are subject to a 25 percent individual cap and an 

Basket 1 : 

Basket2: 

overall revenue cap. (The increases in revenues are capped.) 

Services that are subject to a maximum rate caps pursuant to A.A.C. 

R14-2-1109 and R14-2-1110 and an overall revenue cap. (The 

Basket 3: 

increases in revenues are capped.) 

Basket 4: Wholesale services. 
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In RUCO’s direct case Dr. Johnson advocated placing Qwest’s services into three baskets: 

Moderate Pricing Flexibility Services: 25 percent individual rate cap and an 

overall revenue cap and GDP-PI 

minus 4.2 percent productivity 

offset . 

25 percent individual rate cap and an 

overall revenue cap that increases 

annually by two times the change in 

GDP-PL7 

High Pricing Flexibility Services: 

Total Pricing Flexibility Services: Individual rate caps pursuant to 

A.A.C. R14-2-1109 and R14-2-1110 

and NO overall revenue cap. * 
Staff believes that the RUCO basket structure proposal would provide Qwest with more 

pricing flexibility across the whole range of services than the proposed settlement’s basket 

structure. In spite of this Dr. Johnson states: “The high degree of pricing freedom that 

would be granted Qwest under the proposed settlement is not consistent with the limited, 

inconsistent state of competition in much of Qwest’s Arizona service territ~ry.”~ Staff 

simply can not reconcile this contradiction. 

~~~ ~ 

Direct Testimony of Dr. Ben Johnson, filed November 18,2004, page 184 lines 1 thru 6 .  ’ Bid, page 188 lines 17 thru 20. 
Ibid, page 190 lines 3 thru 5 .  
Responsive Testimony of Ben Johnson, Ph.D. page 3 lines 4 thru 6. 

8 

9 
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Q. Dr. Johnson also advocates accounting for geographic variation in competition 

through the assignment of services to the baskets. Would accounting for geographic 

variations in competition this way resolve the contradiction inherent in Dr. 

Johnson’s testimony? 

No. Under Dr. Johnson’s proposal a service that is experiencing different levels of A. 

competition across the State could be placed in several baskets simultaneously, e.g., a 

service could be placed in the Moderate Pricing Flexibility Services basket in rural areas 

and the Total Pricing Flexibility Services basket in urban areas. However, this would still 

result in more pricing flexibility for Qwest than the Proposed Settlement allows. This is 

because RUCO’s Moderate Pricing Flexibility Services basket offers significant pricing 

flexibility. 

Q. Does Dr. Johnson make any incorrect statements about the basket structure of the 

proposed plan which lead Staff to conclude he may not understand the provisions of 

the Proposed Settlement Agreement? 

Yes. At page 6 of his Responsive Testimony Dr. Johnson makes several incorrect 

statements. First at page 6 line 7 Dr. Johnson states that there are no individual price caps 

on Basket 3 services. This is incorrect; the Proposed Settlement Agreement provides that 

maximum rates will be established for these services pursuant to A.A.C. R14-2-1109.’’ 

Also, at page 6 line 9, Dr. Johnson states that wholesale services in Basket 4 are “capped 

ll 
A. 

at current tariff or contract levels for the duration of the plan.” This is not correct; the 

Proposed Settlement Agreement at page 9 is clear that wholesale prices can change as 

contracts are renegotiated or if the Commission, the FCC or the courts determine that 

other prices are appropriate. Additionally, at page 6 line 12, Dr. Johnson states that 

“Qwest can raise rates for Basket 2 and 3 services to generate up to an additional $43.8 

See Section 25, Page 18 of the Proposed Settlement Agreement. 10 
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million in revenues."" This also demonstrates a misunderstanding of the Proposed 

Settlement Agreement's terms and conditions; the additional revenue is $3 1.8 million. 

The $12 million associated with the access charge reduction is not new or additional 

revenue for Qwest. It is included in the plan to account for revenue reductions due to 

changes in access charges. 

Also, at page 13 line 8 of his Responsive Testimony, Dr. Johnson indicates that revenues 

from Basket 2 services can increase up to $43.8 million under the Proposed Settlement. 

This is incorrect; under the Proposed Settlement, revenue increases from Basket 2 can not 

exceed $13.8 million. 

Additionally, on page 11 lines 1 thru 3 of his Responsive Testimony, Dr. Johnson 

indicates that caller ID block is moving from being hard capped to being subject to the 25 

percent individual rate cap under the new Basket 2. In fact, caller ID block is not moving 

to the new Basket 2 under the Proposed Settlement Agreement. The Proposed Settlement 

Agreement calls for keeping caller ID block in Basket 1 (see Appendix A 1 to the 

Proposed Settlement Agreement.) 

Furthermore, at page 11 line 21 of his Responsive Testimony, Dr. Johnson states that 

exchange zone increments for second lines would move from Basket 1 to Basket 2 under 

the Proposed Settlement. This is not the case; the Proposed Settlement does not call for 

moving exchange zone increments for second lines from Basket 1 to Basket 2. 

Emphasis added. 
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IV. 

Q. 

A. 

Assignment of Services to Specific Baskets 

Does Dr. Johnson take issue with the assignment of specific services to specific 

baskets under the Proposed Settlement Agreement? 

Yes. Dr. Johnson takes issue with moving additional lines and exchange zone increments 

associated with additional lines from Basket 1 to Basket 2.12 Dr. Johnson is mistaken in 

his belief that the Proposed Settlement moves exchange zone increments associated with 

additional lines from Basket 1 to Basket 2. Under the Proposed Settlement Agreement all 

exchange zone increments are included in Basket 1 (See Appendix A 1 to the Proposed 

Settlement.) Additionally, Section 13(a) of the Proposed Settlement Agreement contains a 

provision to cut the exchange zone increment rates in half. 

With respect to additional lines Dr. Johnson states that “under the Proposed Settlement, 

revenues from Basket 2 services can increase up to $43.8 million, so the additional line 

rates could immediately be increased by 25 percent, and Qwest could thereafter increase 

these prices by as much as 25 percent per year, until they reach monopoly profit- 

maximizing This statement is problematic for a variety of reasons. First, as 

stated above Basket 2 services can NOT increase up to $43.8 million. That number is the 

total cap on Basket 2 and Basket 3. Second, the Proposed Settlement also requires 

maximum rates be established on Basket 2 services pursuant to A.A.C. R14-2-1109 and 

1110.14 Thus, the Commission would have an opportunity to check price increase as 

described by Dr. Johnson. Third, and most importantly, Dr. Johnson offers no 

justification for his statement that Qwest would be able to charge monopoly rates for 

second lines. Staffs analysis indicates that second lines are effected by competition to a 

greater extant than are primary lines. This is because Cox, Qwest’s primary competitor in 

l2 Responsive Testimony of Ben Johnson, PbD. page 10 lines 18 thru 22. 
l3 Ibid, Page 12 lines 7 thru 10. 

See Section 25, Page 18 of the Proposed Settlement. 14 
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urban areas, also offers second lines. Also, and more significantly, wireless phones are a 

closer substitute for second lines than they are for primary lines. For instance in the past a 

family might buy a second line for their teen age children but now wireless phones serve 

#at purpose. It should be noted that wireless service is available over a greater 

geographic area than is CLEC service. In short, Staffs decision to agree to move second 

lines into Basket 2 was based on our assessment of the market. Dr. Johnson offers no such 

assessment. 

Q. 

A. 

On page 11 lines 1 thru 3 of his Responsive Testimony, Dr. Johnson indicates that 

both PBX Trunks and caller ID block are moving from being hard capped to being 

subject to the 25 percent individual rate cap under the new Basket 2. Please discuss. 

First, caller ID block is not moving to the new Basket 2 under the Proposed Settlement 

Agreement. The Proposed Settlement Agreement calls for keeping caller ID block in. 

Basket 1 (see Appendix A 1 to the Proposed settlement Agreement.) This is another 

example of Dr. Johnson’s apparent misunderstanding of the Proposed Settlement. 

With respect to PBX trunks Staff believes that it is appropriate to move this service to the 

new Basket 2. PBX trunks are used exclusively by business customers and primarily by 

larger business customers. Staffs analysis indicated that there are legitimate competitive 

alternatives for Qwest’s PBX trunk service. Dr. Johnson offers no justification for h s  

criticism of the Proposed Settlement Agreement’s treatment of PBX trunks. 
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Q. 

A. 

Q. 

A. 

Dr. Johnson also takes issue with moving certain services into Basket 3 under the 

Proposed Settlement.15 Please comment. 

Again Dr. Johnson offers no justification for his contention that these services do no 

belong in Basket 3. Dr. Johnson takes particular exception with the movement of service 

packages into Basket 3 under the Proposed Settlement Agreement. At page 14 line 17 of 

his Responsive Testimony Dr. Johnson states that, “The limited degree of competition 

which currently exists for local exchange services is not sufficient to justify giving Qwest 

complete fieedom to increase prices for these local exchange service packages.” First the 

Proposed Settlement Agreement does not give Qwest complete freedom to increase prices 

for its packages. Section 23 of the Proposed Settlement Agreement includes safeguards 

regarding packages that would make unlimited price increases impossible. For instance, 

the price of a package is capped at the sum of the highest prices of the individual services 

in the package. So contrary to Dr. Johnson’s assertion Qwest will not have “complete 

freedom” to increase the prices of its service packages. 

Dr. Johnson takes issue with the assignment of certain services to Baskets in the 

Proposed Settlement Agreement. Has RUCO taken a position on which services 

should be in which baskets? 

No. Neither in his Responsive Testimony nor in his Direct Testimony does Dr. Johnson 

list the services that he believes should be in each Basket. He describes at length the type 

of analysis he thinks should be done to assess the competitiveness of services but he does 

not actually perform the analysis. 

l5 Responsive Testimony of Ben Johnson, Ph.D. page 13 lines 11 thru 16 
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V. 

Q- 

A. 

Q. 

A. 

Geographic Differences 

Dr. Johnson criticizes the Proposed Settlement Agreement because it does not 

address differences in the level of competition across geographic areas.16 Please 

comment on Dr. Johnson's assertions regarding geographic variations in 

competition. 

Dr. Johnson claims that the Proposed Settlement Agreement "leaves customers in high 

cost rural areas vulnerable to excessive price increases.. .77'7 Staff does not agree with this 

assessment. Under the Proposed Settlement Agreement Qwest can not raise any rates in 

rural areas without also raising the same rates in urban areas (i.e., the Proposed Settlement 

continues the current regime of state wide rates.) Thus if Qwest were to raise a particular 

rate in order to take advantage of its monopoly position in the rural areas it would face the 

substantial risk of losing customers to competition in the urban areas. Thus, Staff believes 

that under the Proposed Settlement Agreement, competition in urban areas will restrict 

Qwest's ability to raise rates in both urban and rural areas. 

Dr. Johnson advocates determining the geographic differences in competition and 

using that determination in assigning services to Baskets so that one service could be 

in multiple Baskets depending on geography." Has Dr. Johnson actually done the 

analysis necessary to make such a determination? 

No. Dr. Johnson advocates that such analysis should be done but he has not actually done 

it. 

Bid, page 15 line 1 1. 
Ibid, page 19 lines 2 thru 3. 17 

l8 Direct Testimony of Dr. Ben Johnson p. 168 lines 7 thru 16. 
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Q. 

A. 

Q. 

A. 

VI. 

Q. 

A. 

Does Staff believe that Dr. Johnson’s approach will result in greater protections for 

rural customers than the Proposed Settlement Agreement? 

No. On the contrary Dr. Johnson’s recommended approach would put rural customers of 

Qwest in a great deal of risk. Under Dr. Johnson’s proposal, Qwest would be able to 

increase its rates (including basic service rates) by as much as 25 percent a year. Since 

urban and rural rates are decoupled under Dr. Johnson’s proposal Qwest would be able to 

cut rates or keep rates constant in urban areas where there is competition while 

simultaneously raising rates in rural areas by as much as 25 percent a year. 

Does the Proposed Settlement Agreement offer any direct benefits for rural 

customers? 

Yes. Under the Proposed Settlement Agreement the current exchange zone increment 

rates (that Dr. Johnson seems so concerned about) will be cut in half. Section 13(a) of the 

Proposed Settlement calls for reducing Zone 1 charges from $1.00 to $0.50 per month and 

Zone 2 charges from $3.00 to $1.50. Also, under the Proposed Settlement Agreement 

exchange zone increment rates will be hard capped. These exchange zone increments 

apply to customers whose locations are a considerable distance from the Qwest central 

office. 

Arizona Universal Service Fund 

Dr. Johnson criticizes the Proposed Settlement because it does not include provisions 

for revamping the Arizona Universal Service Fund (“AUSF”).19 Please comment. 

Staff believes this docket is an inappropriate venue to address the AUSF. There is 

currently a generic docket open to address the AUSF (RT-00000H-97-0137.) A generic 

docket is the most appropriate vehicle for addressing the AUSF. Changes to the AUSF 

Responsive Testimony of Ben Johnson, Ph.D. page 19 line 15 thru page 20 line 14. 19 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

wilI have statewide effects. Such changes will affect many Anzona telecommunications 

providers in addition to Qwest. Most of those providers are not parties to the current case. 

It would be neither fair nor practical to include changes to the AUSF withn t h s  

settlement. Many parties who would be affected by changes to the AUSF were not parties 

to this case and were thus not involved in settlement negotiations on this case. 

There is currently a generic docket open to address the AUSF (RT-00000H-97-0137). 

Has RUCO taken a position in that docket? 

On July 25,2005, RUCO did file comments in that docket responding to an Arizona Local 

Exchange Carriers Association (“ALECA”) proposal. In those comments RUCO did not 

mention any need for revisions to the AUSF. Staff struggles to understand this apparent 

discrepancy between Dr. Johnson’s position in this case and RUCO’s filing in the generic 

docket on AUSF. 

In his Direct Testimony did Dr. Johnson provide any recommendations for specific 

changes in the AUSF? 

No. In his Direct Testimony Dr. Johnson devotes 51 pages to discussions of the AUSF 

(pages 27 thru 78). However, Staff was unable to discern any specific recommendations 

concerning changes to the AUSF within those pages. 

So to summarize the AUSF issue, Dr. Johnson made no recommendations regarding 

changes to the AUSF in his Direct Testimony in this case and RUCO has not 

advocated changes to the AUSF in the generic AUSF docket, yet Dr. Johnson 

criticizes the Proposed Settlement because it does not address changes to the AUSF. 

That is correct. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Direct Testimony of Matthew Rowel1 
Docket Nos. T-0105 1B-03-0454 and T-00000D-00-0672 
Page 15 

VII. 

Q. 

A. 

VIII. 

Q. 
A. 

Other Issues 

At page 2 line 20 and 21 Dr. Johnson states that, “The proposed plan includes few, if 

any, changes which would benefit residential and other mass market customers.” 

Does Staff agree? 

No. The Proposed Settlement Agreement includes several provisions intended to result in 

direct benefits for Qwest’s customers. For instance Section 13(a) of the Proposed 

Settlement Agreement provides for a reduction in zone charges of 50 percent (discussed 

above), Section 13(b) provides for reductions in the rates for Non-Published and Non- 

Listed telephone numbers, 13(c) provides for increased hnding for the medically needy 

program, and Section 16 of the Proposed Settlement Agreement provides for an increase 

in Qwest’s line extension credit. 

Conclusion 

What are Staffs conclusions regarding Dr. Johnson’s Responsive Testimony? 

Dr. Johnson’s Responsive Testimony appears to be inconsistent with the testimony of 

RUCO witness Marylee Diaz Cortez and his own Direct Testimony at times. Dr. 

Johnson’s Testimony also appears to have several internal inconsistencies and oftentimes 

does not accurately portray the proposed Settlement Agreement. It also appears to be 

inconsistent with positions RUCO has taken in at least one other Docket. Staff also is 

concerned that Dr. Johnson offers no workable solutions to the significant issues in this 

case. 

For the above reasons Staff recommends that the Commission discount Dr. Johnson’s 

recommendations in its deliberations on this matter. 
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I. INTRODUCTION 

PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS. 

My name is Richard B. Lee. I am Vice President of the economic consulting firm of 

Snavely King Majoros O’Connor & Lee, Inc. (“Snavely King”). My business address is 

1220 L Street, N.W., Suite 410, Washington, D.C. 20005. 

WHAT IS YOUR EDUCATIONAL BACKGROUND? 

I earned a Bachelor of Science degree in Industrial Administration with High Honors 

from Yale University in 1961. I earned a Master of Business Administration degree with 

Distinction from the Harvard Business School in 1963. 

PLEASE DESCRIBE SNAVELY KING. 

Snavely King, formerly Snavely, King & Associates, Inc., was founded in 1970 to 

conduct research on a consulting basis into the rates, revenues, costs and economic 

performance of regulated firms and industries. The firm has a professional staff of 13 

economists, accountants, engineers and cost analysts. Most of its work involves the 

development, preparation and presentation of expert witness testimony before Federal 

and state regulatory agencies. Over the course of its 34-year history, members of the firm 

have participated in over 600 proceedings before almost all of the state commissions and 

all Federal commissions that regulate utilities or transportation industries. 

PLEASE DESCRIBE THE TYPE OF WORK YOU HAVE PERFORMED WHILE 

AT SNAVELY KING. 

Since joining Snavely King in 1991, I have assisted clients in proceedings before the 
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Federal Communications Commission (“FCC”) related to a variety of matters. 

Attachment 1 is a list of the FCC filings I have prepared on behalf of the General 

Services Administration (“GSA”). The GSA represents the customer interests of the 

Federal Executive Agencies in matters before the FCC. 

I have also assisted clients in proceedings before twenty-eight state commissions 

related to the telephone, cellular telephone and electric industries. 

HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN ANY REGULATORY 

PROCEEDINGS? 

Yes, I have. Attachment 2 is a list of my appearances before regulatory agencies on 

behalf of various clients. 

WHAT WAS YOUR EMPLOYMENT PRIOR TO JOINING SNAVELY KING? 

From 1980 to 1990, I was employed by American Telephone and Telegraph Company 

(“AT&T”) in its Federal Regulatory Affairs Division. As Regulatory Vice President - 

Financial and Accounting Matters, I represented AT&T before the FCC in all financial 

and accounting matters. In that capacity, I directed the preparation and presentation of all 

AT&T Communications depreciation and revenue requirement filings before the FCC. 

Prior to divestiture, I directed the preparation and presentation of all Bell Operating 

Company (“BOC”) depreciation filings and AT&T interstate revenue requirement filings 

before the FCC. 

WHAT WAS YOUR EMPLOYMENT HISTORY PRIOR TO 1980? 

From 1963 to 1980, I was employed by the New York Telephone Company. I held a 
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variety of progressively responsible positions leading to a position representing the 

Company in accounting matters before the New York Public Service Commission. In 

this capacity, I participated in a number of general rate cases and related proceedings. 

My complete resume is attached as Attachment 3. 

FOR WHOM ARE YOU APPEARING IN THIS PROCEEDING? 

I am appearing on behalf of the customer interests of the United States Department of 

Defense and all other Federal Executive Agencies (“DOD/FEA”). 

WHAT IS DOD/FEA’S INTEREST IN THIS PROCEEDING? 

DOD/FEA purchases large quantities of telecommunications service in Arizona. Indeed, 

the 60,000 civilian and military employees of DOD/FEA in Arizona probably make 

DOD/FEA the largest user of telecommunications services in the state. 

Federal legislation, as well as good procurement policy, requires that Government 

agencies procure supplies and services at the lowest prices in a manner that fosters the 

introduction of new technologies. For this reason, DOD/FEA strongly supports the 

Commission’s effort to bring the benefits of competitive markets to consumers of all 

telecommunications services. 

Since Qwest Corporation (“Qwest”) is the largest incumbent local exchange 

carrier (“ILEC”) in Arizona, its regulation and prices are of particular interest to 

DOD/FEA. DOD/FEA participated actively in Docket No. T-0 105 1B-99- 105, which led 

to the adoption of the price cap plan now in effect. DOD/FEA supported the current plan 
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in its December 2000 Brief,’ and the Commission approved it in Decision 63487 on 

March 30,200 1. 

WAS THIS TESTIMONY PREPARED BY YOU OR UNDER YOUR DIRECT 

SUPERVISION? 

Yes, it was. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

In this testimony I will recommend changes to the price cap plan proposed by Qwest in 

its May 20,2004, filing. 

11. LOCAL TELECOMMUNICATIONS COMPETITION HAS 
INCREASED SIGNIFICANTLY IN ARIZONA SINCE THE 
CURRENT PRICE CAP PLAN WAS APPROVED. 

HAS LOCAL TELECOMMUNICATIONS COMPETITION INCREASED IN 

ARIZONA SINCE THE CURRENT PRICE CAP PLAN WAS APPROVED? 

Yes. Qwest witness David L. Teitzel documents the significant increase in local 

telecommunications competition in Arizona since 2000. Qwest’s retail access lines in 

service decreased from 2,950,483 to 2,373,577 between December 2000 and December 

2003.2 This decrease of 576,906 lines represents a nearly 20 percent decline in Qwest’s 

retail lines. 

competition, which he documents in numerous Exhibits. Since Arizona is a high growth 

Mr. Teitzel attributes this decline to a significant increase in local 

* &, Brief of DOD/FEA, December 18,2000. 

* Teitzel Direct, at 5. 
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state with a robust economy, DOD/FEA agrees that competition has caused the significant 

decline in Qwest’s retail lines. 

CAN MOST OF THIS DECREASE BE ATTRIBUTED TO AN INCREASE IN 

THE USE OF QWEST FACILITIES BY COMPETITIVE LOCAL EXCHANGE 

CARRIERS (“CLECS”) TO SERVICE THEIR CUSTOMERS? 

No. Mr. Teitzel notes that the use of Qwest facilities by CLECs has increased from 

59,797 to 222,299 lines from December 2000 to December 2003.3 This increase of 

162,502 lines represents only 28 percent of Qwest’s retail access lines loss. The balance 

of those losses can be attributed to full facilities-based competition. This conclusion is 

supported by the increase during this period of Qwest interconnection agreements from 

65 to 118, and Local Interconnection Trunks from 120,242 to 188,744.4 In particular, as 

Mr. Teitzel documents at length, Cox Communications has proven to be a 

significant facilities-based competitor in areas in which it provides cable TV ~e rv ice .~  

111. THE CURRENT PRICE CAP PLAN SHOULD BE MODIFIED 

DO YOU BELIEVE THE INCREASE IN LOCAL TELECOMMUNICATIONS 

COMPETITION IN ARIZONA SHOULD RESULT IN MODIFICATIONS TO 

Id., at 4-5 (Sum of Stand-Alone Unbundled Loops, WE-P Loops, and Wholesale Resold 
Lines). 

-.Y Id at 7-8 and 10-20. 
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THE CURRENT PRICE CAP PLAN? 

A. Yes, I do. As local competition increases, it acts as a constraint on the market power of 

Qwest. For Qwest to remain a viable company it must respond rapidly and effectively to 

the competition it faces. 

In general, DOD/FEA believes that the price cap modifications Qwest has 

proposed will provide it the pricing flexibility it requires in the more competitive 

environment it now faces. I will, however, recommend certain changes to Qwest’s 

proposals as discusses below. 

The current and proposed price cap plans divide Qwest services into three 

“baskets”, as follows: 

Basket 1 - BasidEssential Non-Competitive (Retail) Services 

Basket 2 - Wholesale Services 

Basket 3 - Flexibly-Priced Competitive (Retail) Services 

I will address Qwest’s proposals for each basket in turn. 

IV. CHANGES TO BASKET 1 

Q. WHAT MODIFICATIONS DOES QWEST PROPOSE TO THE PRICE CAP 

PLAN FOR BASKET l ?  

A. Qwest proposes to replace the current productivity/inflation indexing method for Basket 
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1 with a basket-level revenue cap.6 Under Qwest’s plan, revenue neutral filings for 

services would be allowed with notice to the Commission. The existing “hard-cap” on 

certain basic services would be eliminated. 

Qwest also proposes that it be allowed to move services from Basket 1 to Basket 

3 upon a showing that telephone services are competitive in a specific geographic 

relevant market area (Le., a “competitive Qwest has proposed to define its 

competitive zones on a wire center or smaller basis, with the zone being defined by the 

geographic area in which a facilities-based, UNE-based, or resale competitor is marketing 

or offering service. 

ARE QWEST’S PROPOSALS REASONABLE IN LIGHT OF THE INCREASED 

COMPETITION IT NOW FACES? 

In general, yes. I believe, however, that certain changes to Qwests’s proposals are 

appropriate. 

WHAT CHANGES DO YOU RECOMMEND WITH RESPECT TO THE 

REPLACEMENT OF THE CURRENT PRODUCTIVITYDNFLATION 

INDEXING METHOD FOR BASKET 1 WITH A BASKET-LEVEL REVENUE 

CAP? 

DOD/FEA believes that the local telecommunications market will eventually become 

, 

Revised Price Cap Plan, at 1; Direct Testimony of David L. Ziegler, at 8-9; Direct Testimony of 
Harry M. Shooshan 111, at 3 and 7-12. 

~ 

Revised Price Cap Plan, at 1-2; Ziegler Direct, at 9-10; Shooshan Direct, at 12-16. 
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fully competitive. It is generally believed that in a fully competitive market, the prices 

for services are driven towards their costs. As competition increases for basic/essential 

services, it is important that Qwest be given the opportunity to adjust its prices to better 

reflect its costs. 

I am concerned, however, that unfettered pricing flexibility within Basket 1 could 

result in sharp price increases for some services causing “rate shock” to individual 

customers. To allow Qwest’s customers the opportunity to adjust to changing price 

levels, I recommend that the increase in price for any service be limited to 10 percent in a 

given year. I see no need to limit price decreases for any services. I believe this modest 

change will allow Qwest to bring its prices in line with co&s in a manner which will not 

unreasonably impact its customers. 

I also recommend that the price cap plan specifically state that the Basket 1 

revenue cap will be decreased appropriately when services are moved from Basket 1 to 

Basket 3. 

WHAT CHANGES DO YOU RECOMMEND WITH RESPECT TO QWEST’S 

PROPOSAL CONCERNING COMPETITVE ZONES? 

Q. 

A. While I agree with the concept of competitive zones, I believe the transfer of 

basidessential services to Basket 3 should only be approved when there is clear evidence 

of permanent, effective competition in the zone under consideration. I recommend that 

such a transfer only be approved when one or more facilities-based competitors can be 

shown to be offering service throughout the zone and actually providing service to a 
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significant number of customers (e.g. 5 percent). Given the dependence on Qwest of 

2 UNE-based and resale CLECs, and their relatively little capital investment in a zone, I do 

3 not believe they should be considered in the determination of competitive zone eligibility. 

4 Moreover, I recommend that the competitive zone evaluation be determined 

separately for residence and business services. While cable TV companies, such as COX, 5 

6 provide effective competition in the residence market by bundling their telephone service 

with cable TV and internet services, they provide little effective competition in the 

8 business market. Conversely, most wireline CLECs focus their facilities-based efforts on 

business customers. The combining of residential and business competitive zone 9 

10 determinations would undoubtedly result in the transfer of basidessential business 

11 services to Basket 3 when effective competition exists for only residence services, and 

12 vice versa. The separate determination of competitive zones for residence and business 

13 would ensure that Qwest enjoys full pricing flexibility in fully competitive markets, but 

14 not where competition is not yet effective. 

15 
16 V. CHANGES TO BASKET 2 

17 
18 Q. WHAT MODIFICATIONS DOES QWEST PROPOSE TO THE PRICE CAP 

PLAN FOR BASKET 2? 19 

20 A. Qwest proposes to eliminate the provision in the current plan designed to bring intrastate 
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switched access rates to parity with interstate access rates over time.8 Although Qwest 

has supported this objective in the past, it considers it now advisable to “wait and see” 

what new plan the Federal Communications Commission implements with respect to 

interstate switched access rates.g 

DO YOU AGREE WITH QWEST’S POSITION CONCERNING SWITCHED 

ACCESS RATES? 

No. If and when the FCC adopts a change to intercarrier compensation, it will 

undoubtedly result in a further reduction of interstate access rates. There is nothing to be 

gained by a further delay in bringing intrastate access rates at least to current interstate 

rate levels. 

On the other hand, I agree with Qwest witness Ziegler that this change should be 

on a revenue neutral basis, with switched access rate reductions offset by an appropriate 

end-user charge.” To minimize rate shock, I recommend that this change be 

accomplished in two steps, with half of the difference in rates effective upon 

implementation of the revised price cap plan and full parity a year later. 

VI. CHANGES TO BASKET 3 

Revised Price Cap Plan, at 2; Ziegler Direct, at 14-15; Direct Testimony of Scott A. McIntyre, 
~ at 14-16. 
I 

McIntyre Direct, at 15. 

l o  Ziegler Direct, at 14-15. 
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WHAT MODIFICATIONS DOES QWEST PROPOSE TO THE CURRENT 

PRICE CAP PLAN FOR BASKET 3? 

Qwest proposes the elimination of the revenue cap on Basket 3 services." Qwest also 

proposes that Basket 3 service be subject to the same regulatory requirements as CLEC 

services.12 New services and packages would be automatically classified as Basket 3 

services, and Qwest would be provided the same promotional flexibility as CLECs. 

DO YOU AGREE WITH QWEST'S PROPOSALS FOR BASKET 3? 

Yes. The classification of services to Basket 3 should only occur when competition is 

effective. Once competition is effective, the imposition of more stringent restraints on 

Qwest than on CLECs is inequitable and harmful to fwll and open competition. 

VII. CONCLUSION 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes, it does. 

16 

~ 

Revised Price Cap Plan, at 2-3; Ziegler Direct, at 10- 1 1 ; Shooshan Direct, at 16- 17. 
I 

I 2  Revised Price Cap Plan, at 3-4; Ziegler Direct, at 11; Shooshan Direct at 17; Tietzel Direct, at 
69-8 1. 
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Division Manager (1980-1 988) 

Mr. Lee represented AT&T before the FCC in all financial 
and accounting matters. In this capacity, he directed the 
preparation of all financially related AT&T filings and 
coordinated the analysis of commission and intervenor 
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periodic review of AT&T financial operating results and 
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forecasts. 
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AT&T's automated system for the reporting of financial 
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regulated and unregulated costs and the conversion of 
the company to the revised Uniform System of Accounts. 
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equitable conclusions. 
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cap incentive regulation proposals and performed 
numerous related financial analyses. He also conceived 
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administrative burden of AT&T's depreciation filings by 
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Prior to divestiture, Mr. Lee coordinated all Bell System 
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approval of the accounting entries which implemented the 
Modified Final Judgment. 
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New York, NY 

District Manager (1 970-1 980) 
Accounting Manager (1 963-1 970) 
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positions leading to his selection as the Company's 
accounting representative before the New York Public 
Service Commission. In this capacity, he participated in 
numerous general rate cases and related proceedings. 

In an earlier assignment, Mr. Lee directed an inter- 
departmental study of the company's "Lost Telephone 
Set" problem. The study resulted in both operational 
improvements and major strategy changes by the 
company. 
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developed a cost accounting and productivity 
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System Comptrollers Departments. 

Mr. Lee also managed numerous line organizations of up 
to 200 persons responsible for billing and collection, 
property and cost and data processing functions. 
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I. INTRODUCTION 

PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS. 

My name is Richard B. Lee. I am Vice President of the economic consulting firm of 

Snavely King Majoros O’Connor & Lee, Inc. (“Snavely King”). My business address is 

1220 L Street, N.W., Suite 410, Washington, D.C. 20005. 

ON WHOSE BEHALF ARE YOU APPEARING IN THIS DOCKET? 

I am appearing on behalf of the United States Department of Defense and all other 

Federal Executive Agencies (“DOD/FEA”). 

ARE YOU THE SAME RICHARD B. LEE WHO SUBMITTED DIRECT 

TESTIMONY IN THIS PROCEEDING ON NOVEMBER 18,2004? 

Yes, I am. 

DID YOUR DIRECT TESTIMONY CONTAIN A DESCRIPTION OF YOUR 

BACKGROUND AND EXPERIENCE? 

Yes, it did, 

WAS THIS TESTIMONY PREPARED BY YOU OR UNDER YOUR DIRECT 

SUPERVISION? 

Yes, it was. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

In this surrebuttal testimony I will respond to the rebuttal testimony of Qwest 

Corporation (“Qwest”) witness David L. Teitzel with respect to his criticisms of my 

recommendations concerning modifications to Qwest’s price cap proposals. 
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1 11. SOME BASKET 1 SERVICE PRICING 

2 LIMITATION IS NECESSARY. 

3 

4 Q* IN YOUR DIRECT TESTIMONY, DID YOU RECOMMEND A LIMIT TO 

QWEST’S SERVICE PRICING FLEXIBILITY IN BASKET l? 5 

6 A. Yes, I did. Basket 1 contains basdessential non-competitive retail services. I 

7 recommended that the increase in price for any service in Basket 1 be limited to 10 

percent in a given year.’ 8 

DID MR. TEITZEL AGREE WITH YOUR RECOMMENDATION? 9 Q* 
10 
11 A. No, he did not. Mr. Teitzel stated that my recommendation was not necessary, since 

12 “Qwest is not proposing additional pricing flexibility for Basket 1 services in this 

docket.”* 13 

14 
15 Q. DO YOU AGREE WITH MR. TEITZEL THAT QWEST IS NOT PROPOSING 

16 ADDITIONAL PRICING FLEXIBILITY FOR BASKET 1 SERVICES IN THIS 

DOCKET? 17 

No. Qwest has proposed the elimination of two important pricing limitations. First, under 18 A. 

19 the current price cap plan, certain basic services are subject to a “hard cap”, meaning that 

Lee Direct, at 8. 1 

* Teitzel Rebuttal, at 47. 
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their prices are capped at their initial levels throughout the term of the plan? Qwest 

witness Harry M. Shooshan I11 states that the hard cap on these services “while serving to 

protect consumers of these basic services during what amounted to a transition to price 

regulation, nonetheless has severely limited Qwest’s ability to adjust its overall pricing to 

reflect market  condition^."^ Second, under the current plan, the rates for the remaining 

services in Basket 1 may increase by no more than 25 percent within a year.’ 

Both of these pricing limitations are missing from Qwest’s Revised Cap Plan 

proposal. Under Qwest’s proposal, any Basket 1 service price can be raised by any 

amount as long as notice to the Commission is provided and offsetting Basket 1 price 

reductions are filed simultaneously.6 Contrary to Mr. Teitzel’s assertion, the removal of 

the above pricing limitations represents a very significant increase in pricing flexibility 

for Qwest. 

IN YOUR DIRECT TESTIMONY DID YOU OPPOSE THE ELIMINATION OF 

HARD CAPS ON BASKET 1 SERVICES? 

No, I did not. I believe that, as competition increases for basidessential services, Qwest 

should be given the opportunity to adjust its prices to better reflect its costs. For 

Q. 

A. 

Current Price Cap Plan, at Section 2ci. These services are flat rate residential; flat rate business; 2 & 4 party 
service; exchange zone increment charges; low use option service; service stations service; telephone assistance 
programs; individual PBX Trunks including features; Caller ID block; toll blocking; 900/976 blocking; and basic 
listing service. 

3 

Shooshan Direct, at 7 

Current Price Cap Plan, at Section 2ciii. 

Revised Price Cap Plan, at 2bi. Non-revenue neutral price increases for Basket 1 services require approval from 
the Commission (I& at 2biii). 
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example, Qwest’s flat business line rate ($30.40) is more than twice its current flat 

residence line rate ($13.18). In any given locality, however, the costs of providing 

business and residential lines are essentially the same. Qwest’s Unbundled Network 

Element (“UNE”) loop rates do not differentiate by business or residence, only by cost 

I believe the new price cap plan should provide Qwest with the opportunity to 

begin correcting pricing anomalies such as this. 

WHY DID YOU RECOMMEND THAT THE INCREASE IN PRICE IN ANY 

SERVICE IN BASKET 1 BE LIMITED TO 10 PERCENT IN A GIVEN YEAR? 

As I stated in my direct testimony, I am concerned that sharp price increases for some 

services could cause “rate shock” to individual customers.’ My proposed limitation will 

allow Qwest’s customers the opportunity to adjust to changing price levels as Qwest 

brings its prices in line with its costs. 

111. COMPETITIVE ZONES SHOULD BE ESTABLISHED ONLY 

WHERE EFFECTIVE COMPETITION IS ENTRENCHED. 

IN YOUR DIRECT TESTIMONY, DID YOU RECOMMEND CONDITIONS 

WITH RESPECT TO THE DETERMINATION OF “COMPEITIVE ZONES” 

WHICH WOULD ALLOW THE TRANSFER OF BASIUENHANCED 

SERVICES FROM BASKET 1 TO BASKET 3? 

’ Teitzel Direct, at 36. The rates are $9.05 in Zone 1, $14.84 in Zone 2, and $36.44 in Zone 3. 

Lee Direct, at 8. 
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Yes, I did. Basket 3 contains flexibly-priced competitive retail services. I recommended 

that the transfer of basic essential services to Basket 3 only be approved when there is 

clear evidence of permanent, effective competition in the zone under con~ideration.~ I 

recommended that such a transfer only be approved when one or more facilities-based 

competitors can be shown to be offering service throughout the zone and actually 

providing service to a significant number of customers.” 

DID MR. TEITZEL AGREE WITH YOUR RECOMMENDATION? 

No. Mr. Teitzel stated that he believed my “view of the competitive telecommunications 

market is far too narrow and does not account for telecommunications alternatives 

Arizona customers are using today.”” 

HOW DO YOU RESPOND TO MR. TEITZEL’S CRITICISM? 

In my direct testimony, I stated that UNE-based and resale competitive local exchange 

carriers (“CLECs”) should not be considered in the determination of competitive zone 

eligibility because of their dependence on Qwest and their relatively little capital 

investment in a zone.I2 Full facilities-based competitors, on the other hand, operate 

independently from Qwest and have committed significant capital to their ventures. 

Indeed, once telecommunications facilities are in place, they are likely to continue in 

Id., at 8-9. 9 

lo - Id. 

Teitzel Rebuttal, at 48-49. I I  

l 2  Lee Direct, at 9. 
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service by some CLEC even if the CLEC ariginally placing them fails. Full facilities- 

based competition can be considered “entrenched,” a term Mr. Teitzel uses, meaning 

“fixed firmly or ~ecurely.”’~ 

In marked contrast, CLECs dependent upon UNEs or resale will always be 

subject to possible price squeezes and the turning tides of regulation. Competition from 

such CLECs can justify a degree of increased pricing flexibility for Qwest, but is not 

sufficient to justify competitive zone approval. 

Similarly, both wireless and Voice-over-Internet-Protocol (“VoIP”) services 

impact (or may impact) the market for basic local services, but neither should be the basis 

for competitive zone determination. Wireless services, while ubiquitous, provide a viable 

substitute for basic local services for only a limited segment of the market. VoIP is 

dependent upon a broadband connection which may, or may not, be provided by Qwest. 

Whether or not Qwest provides the facilities used by VoIP is relevant to the 

determination of competitive zones. The use of the internet protocol, in itself, is not 

relevant to the determination of competitive zones. 

l3  Teitzel Rebuttal, at 50. American Heritage Dictionary of the English Language, 1979, at 437. 
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IV. COMPETITIVE ZONES SHOULD BE ESTABLISHED SEPARATELY 

FOR RESIDENTIAL AND BUSINESS SERVICES. 

IN YOUR DIRECT TESTIMONY, DID YOU ALSO RECOMMEND THAT 

COMPETITIVE ZONES BE ESTABLISHED SEPARATELY FOR BUSINESS 

AND RESIDENCE SERVICES? 

Yes, I did.I4 

DID MR. TEITZEL AGREE WITH YOUR RECOMMENDATION? 

No. He states that “once the Commission determines that local exchange competition is 

entrenched in a defined geographic area in Phoenix and Tucson and that pricing 

flexibility is appropriate for Qwest in that area, it is unnecessary and cumbersome to 

define areas as separate residential and/or business competitive 

HOW DO YOU RESPOND TO MR. TEITZEL? 

I believe the establishment of competitive zones is a serious step because it allows the 

transfer of basidenhanced services from Basket 1 to Basket 3. Whether “cumbersome” 

or not, I believe the separate determination of competitive zones for business and 

residence is necessary. Staff witness Matthew Rowel1 agrees, and states: 

Staff believes that the business and residential markets for 

telecommunications services are fundamentally different. 

Competitive conditions in the markets may be quite 

l 4  Lee Direct, at 9. 

Is Teitzel Rebuttal, at 49-50. 
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different.I6 

Residential Utility Consumer Office (“RUCO”) witness Ben Johnson, similarly called for 

data concerning general business and residence market conditions.” 

As I explained in my direct testimony, the combining of residential and business 

data in competitive zone determinations would undoubtedly result in the transfer of 

basidessential business services to Basket 3 when effective competition exists for only 

residence services, and vice versa.” For example, Cox Communications (“Cox”), a full 

facilities-based cable TV company, is providing local service competition in many 

localities by bundling telephony with its cable TV and internet services. While this 

approach may have resulted in effective local service competition in the residence market 

in some localities, it may not have had a significant impact on the business market. 

Conversely, one or more facilities-based CLECs may have placed fiber rings in urban 

areas which have resulted in effective local service competition in the business market. 

For economic or policy reasons, however, these carriers may not have had a significant 

impact on the residential market. 

The determination of competitive zones is too serious a matter to be left to the 

mere assumption that competition is equally effective in both the residential and business 

markets in every examined zone. The Commission should insist that reliable statistics be 

l6 Rowell Direct, at 42. 

l7 Johnson Direct, at 17 1. 

’* Lee Direct, at 9. 
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1 obtained to make a credible determination of competitive zones for business and 

2 residence services separately. 

3 V. CONCLUSION 

4 

5 Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

6 A. Yes,itdoes. 
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I. INTRODUCTION 

PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS. 

My name is Richard B. Lee. I am Vice President of the economic consulting firm of 

Snavely King Majoros O’Connor & Lee, Inc. (“Snavely King”). My business address is 

1220 L Street, N.W., Suite 410, Washington, D.C. 20005. 

ON WHOSE BEHALF ARE YOU APPEARING IN THIS DOCKET? 

I am appearing on behalf of the United States Department of Defense and all other 

Federal Executive Agencies (“DOD/FEA”). 

ARE YOU THE SAME RICHARD B. LEE WHO SUBMITTED DIRECT 

TESTIMONY IN THIS PROCEEDING ON NOVEMBER 18, 2004, AND 

SURREBUTTAL TESTIMONY ON JANUARY 12,2005? 

Yes, I am. 

DID YOUR DIRECT TESTIMONY CONTAIN A DESCRIPTION OF YOUR 

BACKGROUND AND EXPERIENCE? 

Yes, it did. 

WAS THIS TESTIMONY PREPARED BY YOU OR UNDER YOUR DIRECT 

SUPERVISION? 

Yes, it was. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

The purpose of my testimony is to support the Settlement Agreement dated August 15, 

2005, signed by DOD/FEA, Qwest Corporation (“Qwest”), the Arizona Corporation 
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Commission Utilities Division (“Staff ’), the regulated subsidiaries of MCI, Inc. (“MCI”), 

Time Warner Telecom of Arizona, LLC (“Time Warner Telecom”), the Arizona Utility 

Investors Association (“AUIA”), Cox Arizona Telecom (“Cox”), and XO 

Communications Services, Inc. (“XO”) (collectively “the Parties”). 

11. THE SETTLEMENT AGREEMENT IS IN THE PUBLIC INTEREST. 

PLEASE SUMMARIZE THE SETTLEMENT AGREEMENT. 

The Settlement Agreement has two principal components. First, the Parties resolve the 

many contested revenue requirement issues in this proceeding by agreeing that Qwest’s 

jurisdictional revenue deficiency is $3 1.8 million.’ Second, the Parties have agreed to a 

three-year Renewed Price Cap Plan during which they will not initiate a general rate 

case. 

PLEASE SUMMARIZE THE PROPOSED RENEWED PRICE CAP PLAN. 

The Renewed Price Cap Plan establishes four baskets of ~erv ice .~  Each basket is subject 

to specific pricing rules. 

2 

Basket 1 will consist of Retail Services whose prices may not be increased while 

Settlement Agreement, at Section 2. 

-* Id 9 at Sections 17 and 29. 

_. Id 9 at Sections 10-12. 
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the Renewed Price Cap Plan is in effect. 

Basket 2 will consist of Limited Pricing Flexibility Retail Services. Overall 

revenue changes to this basket caused by price changes will not exceed $1.8 million in 

the first year of the Renewed Price Cap Plan and $13.8 million for the term of the 

Renewed Price Cap Plan. Increases in individual service prices will not exceed 25 

percent within any 12 month period. 

Basket 3 will consist of Flexibly-Priced Competitive Services. Overall revenue 

changes to this basket caused by price changes will not exceed $3 1.8 million less Basket 

2 price increases in the first year of the Renewed Price Cap Plan, and $43.8 million less 

Basket 2 price increases for the term of the Renewed Price Cap Plan. 

Basket 4 will consist of Wholesale Services. Switched Access Charge Prices will 

be permanently reduced by $12.0 million at the start of the first year of the Renewed 

Price Cap Plan. Other wholesale service prices are capped at the tariffed or contract price 

levels for the term of the Renewed Price Cap Plan, or until contracts are re-negotiated, or 

until the Federal Communications Commissions (“FCC”), the Arizona Commission or 

courts determine that other prices are appropriate. 

IS THE SETTLEMENT AGREEMENT IN THE PUBLIC INTEREST? 

Yes. The Settlement Agreement strikes a reasonable balance between the interests of 

Qwest and its ratepayers. 

In my Direct Testimony, I acknowledged that Qwest faces increased competition 
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in Ar i~ona .~  As I explained, Qwest should be given greater pricing flexibility to contend 

with this increased c~mpetition.~ I did, however, propose certain limits to Qwest’s 

pricing flexibility to the extent that competition is not yet fully effective in constraining 

Qwest’s prices. For example, I recommended a limit to the annual allowable price 

increase for certain services,6 and an immediate reduction in switched access rates.7 

As I have recommended, the Renewed Price Cap Plan described in the Settlement 

Agreement allows Qwest increased pricing flexibility consistent with the competition it 

faces. For example, the Renewed Price Cap Plan allows Qwest to introduce promotional 

offerings upon one day notice’ and establishes reasonable conditions on service 

 package^.^ The Renewed Price Cap Plan provides meaningful price flexibility in Basket 

2, but limits price increases for individual services to 25 percent in any 12 month 

period. lo 

Similarly, while the Settlement Agreement requires Qwest to reduce its switched 

Lee Direct, at 4-5. 

- Id., at 6. 

- Id., at 8. 

- Id., at 10. 

Settlement Agreement, at Section 22. 

- Id., at Section 23. 

lo u., at Section 12. 
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access prices by $12 million immediately," it also allows Qwest the opportunity to 

recover this reduction, and its $3 1.8 million revenue deficiency, through Basket 2 and 3 

12 price increases. 

The Settlement Agreement also includes several specific consumer benefits: a 

reduction in zone charges, a reduction in residence non-published and non-listed number 

rates, and an increase in funding for the Telephone Assistance Plan for the Medically 

Needy." 

In summary, I believe the Settlement Agreement is balanced, reasonable and in 

the public interest. I recommend, therefore, that it be approved by the Commission. 

111. CONCLUSION 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes, it does. 

-e, Id at Section 8. 

l2 a., at Section 10. 

l3 - Id., at Section 13. 
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I. INTRODUCTION 

PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS. 

My name is Richard B. Lee. I am Vice President of the economic consulting firm of 

Snavely King Majoros O’Connor & Lee, Inc. (“Snavely King”). My business address is 

1220 L Street, N.W., Suite 410, Washington, D.C. 20005. 

ON WHOSE BEEIALF ARE YOU APPEARING IN THIS DOCKET? 

I am appearing on behalf of the United States Department of Defense and all other 

Federal Executive Agencies (“DODFEA”). 

ARE YOU THE SAME RICHARD B. LEE WHO SUBMITTED DIRECT 

TESTIMONY IN THIS PROCEEDING ON NOVEMBER 18, 2004, 

SURREBUTTAL TESTIMONY ON JANUARY 12,2005 AND TESTIMONY IN 

SUPPORT OF SETTLEMENT ON SEPTEMBER 6,2005? 

Yes, I am. 

DID YOUR DIRECT TESTIMONY CONTAIN A DESCRIPTION OF YOUR 

BACKGROUND AND EXPERIENCE? 

Yes, it did. 

WAS THIS TESTIMONY PREPARED BY YOU OR UNDER YOUR DIRECT 

SUPERVISION? 

Yes, it was. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

The purpose of my testimony is to respond to the opposition of the Residential Utility 
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Consumer Office (“RUCO”) and the Arizona Consumers Council (“ACC”) to the 

Settlement Agreement dated August 23,2005, signed by DODREA, Qwest Corporation 

(“Qwest”), the Arizona Corporation Commission Utilities Division (“Staff ’), the 

regulated subsidiaries of MCI, Inc. (“MCI”), Time Warner Telecom of Arizona, LLC 

(“Time Warner”), the Arizona Utility Investors Association (“AUIA”), Cox Arizona 

Telecom (“Cox”), and XO Communications Services, Inc. (“XU’) (collectively “the 

Parties”). 

11. THE COMMISSION SHOULD NOT REJECT THE SETTLEMENT 

AGREEMENT 

HOW LONG DID IT TAKE THE PARTIES TO REACH A SETTLEMENT IN 

THIS PROCEEDING? 

It took the Parties over six months to reach agreement. Settlement negotiations began on 

February 10,2005, and culminated with the filing of the Settlement Agreement in August 

23, 2005. RUCO withdrew fiom the settlement negotiations in April, but the Parties 

continued working until agreement was reached on every detail of the Settlement 

Agreement. 

PLEASE SUMMARIZE THE SETTLEMENT AGREEMENT. 

The Settlement Agreement has two principal components. First, the Parties resolve the 

many contested revenue requirement issues in this proceeding by agreeing that Qwest’s 
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1 jurisdictional revenue deficiency is $3 1.8 million.’ Second, the Parties have agreed to a 

2 three-year Renewed Price Cap Plan during which none of them will initiate a general rate 

3 case.* 

4 Q. IS THIS SETTLEMENT AGREEMENT IN THE PUBLIC INTEREST? 

5 A. Yes. As I explained in my Testimony In Support of Settlement, the Settlement 

6 Agreement strikes an appropriate balance between the interests of Qwest and its 

7  ratepayer^.^ 

8 Q. DO RUCO OR ACC OBJECT TO THE AGREEMENT BY THE PARTIES THAT 

9 QWEST’S REVENUE DEFICIENCY IS $31.8 MILLION? 

10 A. 

11 

12 originally proposed.’ 

13 Q. 

14 TO BY THE PARTIES? 

15 A. 

16 

No. This revenue deficiency is only about 10 percent of the revenue deficiency originally 

proposed by Qwest! Indeed, the deficiency is about $130 million less than RUCO 

DO RUCO OR ACC OBJECT TO THE RENEWED PRICE CAP PLAN AGREED 

Yes. As I will discuss below, both RUCO and ACC ask the Commission to reject the 

Settlement Agreement because they disagree with various details of the Renewed Price 

Settlement Agreement, at Section 2. 

Id., at Sections 17 and 29. 

Lee Testimony In Support of Settlement, at 3-5. 

Qwest Schedule A-1, Rule 103 filing - 6/21/04 update ($318.5 million). 

Direct Testimony of Marylee Diaz Cortez November 18,2004, at 2 ($1 60 million). 

3 

5 
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Cap Plan. 

SHOULD THE COMMISSION REJECT THE SETTLEMENT AGREEMENT? 

No. First of all, as I explain below, the specific criticisms of the Renewed Price Cap Plan 

by RUCO and ACC are without merit. More importantly, however, the rejection of this 

intensely negotiated Settlement Agreement would place a chill over the prospects for the 

resolution of complex matters through good faith negotiation in the future. RUCO quit 

the negotiations after two months, and ACC never participated at all. Rejection of the 

Settlement Agreement would suggest that parties in future proceedings might profit by 

avoiding the “give and take” of negotiations. By opposing an agreement reached by 

others, the party might find itself able to “take” without “giving”. For this reason, the 

Commission should only consider the rejection of a fairly negotiated settlement when it 

clearly fails to serve the public interest. 

111. THE COMMISSION SHOULD NOT MODIFY THE SETTLEMENT 

AGREEMENT 

DOES RUCO OBJEET TO T m  RENEWED PRICE CAP PLAN AGREED TO 

BY THE PARTIES? 

Yes. RUCO witness Cortez states: 

RUCO believes the following issues are not satisfactorily resolved by the 

agreement: 

I 



. : 

i 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 Q. 

15 

16 

17 

~rizoh. .  korporation Commission 
Docket No. T-01051B-03-0454 
Docket No. T-00000D-00-0672 

DOD/FEA 
Rebuttal Testimony in Support of Settlement of Richard B. Lee 

Page 5, October 28,2005 

1) The agreemeht, as a whole does not address the current status of 

competition in Arizona, nor will it do anything to further 

competition in Arizona’s telecom industry; 

2) Inappropriate placement of certain services in certain baskets; 

3) Lack of geographic distinction in classifying competitive services; 

4) The degree to which pricing freedom is allowed in Basket 2; 

5 )  The agreement results in a modified price cap plan that, when 

compared to the existing plan, negatively impacts residential 

ratepayer; and 

6 )  The manner in which the issue of the April 1, 2005 productivity 

adjustment (required under the existing plan) is resolved by the 

settlement. 

DO YOU AGREE WITH RUCO THAT THE AGREEMENT, AS A WHOLE, 

DOES NOT ADDRESS THE CURRENT STATUS OF COMPETITION IN 

ARIZONA, NOR WILL IT DO ANYTHING TO F’URTHER COMPEITION IN 

ARIZONA’S TELECOM INDUSTRY? 

Testimony of Marylee Diaz Cortez, October 14,2005, at 2. ACC expresses similar concerns. 
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No. On the contrary, the Renewed Price Cap Plan clearly recognizes that local 

service competition has increased significantly in Arizona since the adoption of the 

original Price Cap Plan in 2001. The Renewed Price Cap Plan allows Qwest 

increased pricing flexibility consistent with the competition it now faces. 

Qwest competitors now serve over 700,000 access lines in Arizona: and four 

of them participated fully in the negotiations which will allow Qwest to compete on 

a more equitable basis in the future. Qwest will have at least some pricing flexibility 

for Limited Pricing Flexibility Retail Services (Basket 2) and Flexibly - Priced 

Competitive Services (Basket 3).' The Renewed Price Cap Plan also allows Qwest 

to introduce promotional offerings upon one day notice' and establishes reasonable 

conditions on service packages.'O 

On the other hand, further competition is protected by the Settlement 

Agreement's special access, imputation and price floor provisions. l 1  The settlement 

negotiations have thus resulted in provisions whch both recognize the current state 

of competition and further its development. 

~~ ~ ~ 

FCC, Local Telephone Competition: Status as of December 3 1,2004, Table 10, shows 
competitive local exchange switched access lines as 792,272 in Arizona. 

Settlement Agreement, Section 12. 

M., at Section 22. 

lo M., at Section 23. 

u., at Sections 9 and 20. 
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DO YOU AGREE WITH RUCO THAT THE SETTLEMENT AGREEMENT 

NEGATIVELY INPACTS RESIDENTIAL RATEPAYERS? 

No. First of all, residential and other ratepayers are relieved of responsibility for 

Qwest revenue deficiencies that could have reached well over $100 million had the 

Settlement Agreement not been negotiated. Secondly, Qwest’s withdrawal of its 

proposal for competitive zones allows the significant implicit subsidy of residential 

rates in less dense areas of Arizona to continue.12 This lack of “geographic 

distinction” referred to by RUCO thus serves rural residential ratepayers well. 

Moreover, the hard-cap on primary residential lines and associated services allows 

the implicit subsidy of residence lines by business lines to continue. l3 

Residential ratepayas will certainly benefit from the significant 

enhancements made to the Service Quality Plan Tariff.14 Consumers living in rural 

areas of the state will also find the establishment of service more affordable thanks to 

the increase in the Line Extension Credit.” 

Finally, of course, neither RUCO nor ACC acknowledge the additional 

consumer benefits specifically included in the Settlement Agreement to benefit 

l2 Settlement Agreement, at Section 26. 

l3 Lee Surrebuttal, at 3-4. 

l 4  u., at Section 15. 

~ 

l5 Settlement Agreement, at Section 13. 



1 

2 

3 

4 Q* 

5 

6 

7 

8 

9 A. 

10 

11 

12 

13 

14 

15 

16 

~ 

1 
Arizona Corporation Commission 

Docket No. T-0105lB-03-0454 
Docket No. T-00000D-00-0672 

DOD/FEA 
Rebuttal Testimony in Support of Settlement of Richard B. Lee 

Page 8, October 28,2005 

residential ratepayers. l6 These provisions reduce zone charges, reduce residential 

non-published and non-listed telephone number rates, and increase fimding for the 

Telephone Assistance Plan for the Medically Needy. 

HOW DO YOU RESPOND TO RUCO’S CRITICISM’S OF THE 

PLACEMENT OF CERTAIN SERVICES IN CERTAIN BASKETS; THE 

DEGREE OF PRICING FREEDOM IN BASKET 2; AND THE MANNER IN 

WHICH THE ISSUE OF THE APRIL 1 PRODUCTIVITY ADJUSTMENT IS 

RESOLVED BY THE SETTLEMENT? 

These detailed matters were thoroughly examined and discussed during the 

settlement negotiations. Had RUCO not quit these negotiations, or ACC 

participated, there might well have been somewhat different resolutions to these 

issues. Ironically, it was RUCO, itself, which initiated the consideration of a third 

retail basket and thus the changes in basket e la cement.'^ The Commission should 

not attempt to modify the Parties’ comprehensive Settlement Agreement to reward 

RUCO for its after-the-fact nit-picking. Instead, the Commission should commend 

the Parties, and particularly the Staff, for a complex and difficult job well done. 

l6  u., at Section 16. 

RUCO, Supplemental Testimony in Opposition to Qwest’s Settlement Agreement of Ben 17 

Johnson, Ph.D., at 10. 
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lV. CONCLUSION 

3 Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

4 A. Yes, it does. 
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AFWIDAVIT OF RICHARD B. LEE 

Before me, the undersigned Notary Public in and for the District of Columbia, 

Commonwealth of Virginia, this day personally appeared Richard B. Lee, Vice President, 

Snavely King Majoros O’Connor and Lee, Inc., to me personally known, who stated under oath 

that the foregoing Rebuttal Testimony in Support of Settlement was prepared by him or under his 

direct supervision and control; that he has knowledge of the matters set forth in said testimony; 

and that such matters are true and correct to the best of his knowledge , information, and belief. 

7 4  RICHARD .LEE 

Subscribed and sworn to before me this &day of@cMd-, ,2005, in the District of 
Columbia. 

MY Commission expires: 3 -. I d - M o  
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REBUTTAL TESTIMONY OF WALTER W. MEEK 

INTRODUCTION, OUALIFICATIONS AND PURPOSE OF TESTIMONY 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 
My name is Walter W. Meek. My business address is 2100 North Central 
Avenue, Suite 210, Phoenix, Arizona 85004. 
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 
I am the president of the Arizona Utility hvestors Association (AUIA), a non- 
profit organization formed to represent the interests of equity owners and 
bondholders who are invested in utility companies that are based in or do 
business in the State of Arizona. 
DOES AWA’S MEMBERSHIP INCLUDE SHAREHOLDERS WHO HAVE 
EQUITY INTERESTS IN QWEST COMMUNICATIONS 
INTERNATIONAL, INC.? 
Yes. Although they are a shrinking number, we have members whose stock 
ownership dates to the breakup of the Bell system 
ON WHOSE BEHALF ARE YOU TESTIFYfNG IN THIS PROCEEDING? 
On behalf of AUIA, an intervener in this proceedmg. 
HAVE YOU FILED TESTIMONY PREVIOUSLY IN THIS DOCKET? 
No. AUIA did not file direct testimony. We are filing rebuttal concurrently 
with Qwest’s rebuttal because A W s  position is more closely aligned with 
that of the company than with other parties. 
WHAT IS THE OVERALL FURPOSE OFYOUR TESTIMONY? 
In general, I am testdying in support of amendments to Qwest’s price 
regulation plan that would improve the company’s ability to operate 
profitably in a rapidly changing competitive environment. In the process, I 
will touch on the testimony of Staff witnesses Elijah Abinah, Matthew Rowell 
and Armando Fimbres. 
CAN YOU SUMMARIZE THE ELEMENTS OF YOUR TESTIMONY? 
Yes. I will begin by summarizing A W s  concern about the competitive 
crisis, which we believe is confronting west in Arizona. Next, I wiU 
comment generally on Staff‘s reactions to the Qwest proposal. Finally, I will 
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discuss the relative positions of Staff, Qwest and AUIA on specific elements 
of the price cap plan and other aspects of Qwest's proposal. These include: 

Elimination of the In€lation/Productivity Adjustment 
A proposed new rate cap for Basket One 

* Elimination of the hard caps on Basket One services 
Adoption of new competitive zones 
Elimination of the revenue cap on Basket Three 
Treatment of new services and promotional offerings 
Elimination of the free call allowance in Directory Assistance 
Deregulatian of billing & collection and voicemail services 

0 Changes to the Arizona Universal Service Fund 
WOULD YOU PLEASE EXPLAIN WHY YOU ARE QUALIFIED TO 
PROVIDE TESTIMONY ON THIS SUBJECT MATTER? 
I represent the largest cross-section of utility stockholders in the State of 
Arizona and I have been involved with the utility business in Arizona for 28 

years. I have participated in dozens of Commission dockets on behalf of 
AUIA and testified in numerous proceedings. My testimony and written 
comments have covered topics including competition rules, rate of return 
issues, stranded costs, depreciation, disposition of regulatory assets, AEUDC, 
inclusion of CWIP in *ate base and the impact of regulatory decisions on 
analyst and investor expectations. 
ARE YOU TESTIFYING AS AN EXPERT WITNESS? 
Not really. I will attempt to bring a "red world" investor perspective to some 
of the complicated pricing issues raised in the rate case. 
HAVE YOU PERSONALLY PURCHASED AND SOLD COMMON 
STOCK OR OTHER EQUITY INSTRmENTS? 
Certainly, both in and outside the utility arena. I own stock in utilities that 
are regulated by this Commission, although my portfolio does not currently 
include Qwest. 
IN YOUR POSITION WITH AUZA, HAVE YOU DISCUSSED INVESTING 
IN COMMON STOCKS OR BONDS OF UTILITIES AND/OR OTHER 
CORPORATIONS? 
Yes. Investment in equities and debt, particularly in utilities, is the 
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foundation of AUIA‘s existence. In order to advance the interests of A W s  
members, I have developed a good working knowledge of the utility industry 
and, specifically, investment related matters. 

OWEST IS A CASUALTY OF UNINTENDED CONSEOUENCES. 

DOES AUIA HAVE PARTICULAR CONCERNS ABOUT QWEST’S 
COMPETITIVE SITUATION IN ARIZONA? 
Yes. We believe w e s t  is in the early stages of what I call the utility ”death 

WHAT IS THAT? 
It occurs when a price-regulated utility begins losing customers, market share 
and revenues to lower priced competitors or new technologies. The utility 
has to maintain the system it has, regardless of utilization, and if it is a 
provider of last resort, it must continue to add inhastrudure, even to the 
point of creating excess capacity. As costs outpace new revenues, the utility 
has to seek rate increases, which motivates more customers to go to other 
providers. And so, the downward spiral continues. 

Taken to its final conclusion, this scenario can lead to the financial 
collapse or bankruptcy of the utility. If that result seem implausible, it is 
certainly clear that under traditional rate regulation, a shrinking number of 
customers who can’t escape the utility‘s service wiU pay higher and higher 
charges to support it. 
WHAT IS THE SOLUTION TO THIS DILEMMA? 
Frankly, given the turbulence in this industry today, I don’t know that there 
is a definitive solution. However, AUIA believes these things: 1) The 
Commission cannot solve this dilemma by throwing money at the problem 
through rate increases; and 2) If the Commission doesn’t want to preside over 
a telecom disaster, it must give Qwest the pricjng and marketing flexibility to 
challenge its competitors fairly in the best way it can 
WHAT IS QWEST’S SITUATION? 
For starters, Pat Quinn, Qwest’s president in Arizona, has described Arizona 
as the most competitive telecommunications market in the counry. That 

Spiral.” 
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Q- 

A. 

a 
A. 

shouldn’t be surprising, given that the state’s growth rate would attract many 
telecom providers. 

In that environment, Qwest has experienced a net loss of 577,000 

residential access lines from 2000 through 2003, including nearly 17% of 
primary residential lines and 33% of additional lines. According to Qwest, 
that translates into lost revenues of about $350 million a year. 

Company officials estimate that competitors have captured more than 
22% of the residential and business wire-line market, excluding the business 
lost to wireless companies. When wireless is included, Qwest officials 
estimate that their market share has fallen to about 40%. That is no longer a 

monopoly business. 
ISN‘T THIS COMPETITIVE SQUEEZE HAPPENING TO OTHER BABY 
BELLS AND THROUGHOUT QWEST’S SERVICE AREA? 
Yes. AIl of the Baby Bell LECs report line losses, but not to the same extent 
as Qwest. In addition, some Bell ILECs, like Verizon and SBC, are much 
better insulated from displacements that are due to wireless competition. 

Company witness David Teitzel noted in his direct testimony that 357% 
of Qwest’s line losses in its entire 14state region occurred in Arizona. I don’t 
know whether that‘s disproportionate tQ Arizona’s market size, but it should 
s&d an alarm to this Commission. Arizona is Qwest’s most important 
market, both in terms of size and rate of growth. If Qwest continues to lose 
market share in Arizona, they won’t be able to make it up in South Dakota. 
The inevitable results are service failures somewhere in their system. 
HOW HAS THE COMPETITWE MODEL DEVELOPED IN ARIZONA? 
I would say very differently from what was envisioned when the 
Telecommunications Act was passed in 1996. I think the vision then was that 
while the long distance giants slugged it out for market share, the Baby Bells 
would unbundle their networks and services and newly formed CLECs 
would eventuaIly figure out how to make a buck in local competition. Then 
the ILECs would re-engage the long distance business and everyone who 
survived wodd own a similar basket of products. Telephone customers 
wodd bask in a Nirvana of price alternatives. 
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For years, this Commission and regulators across the country hacked 
their way through the jungle of telephone networks and wholesale pricing to 
arrive at this competitive model. In Arizona, Qwest reclaimed access to the 
long distance market only a year ago. 
HOW IS THE RESULT DIFFERENT TODAY? 
Although the CLECs are not unimportant, especially in the contest for 
business customers, it is clear that the real competitive threat to Qwest is 
cable, i.e., Cox Arizona, and wireless. Cox is absorbing new and existing 
wire-line business and the wireless companies are apparently sopping up the 
growth in usage. Both are essentially unregulated. Long distance service 
barely has any business value, since wireless providers are simply giving it 
away. Just over the competitive horizon is voice over Internet protocol 
(VOIP), another unregulated service. 
WHAT IS UNIQUE ABOUT COX? 
To begin with, the fact that Cox cable probably passes 90% of the homes in 

Maricopa County. It was always assumed that the competitive landscape 
would include some fadities-based carriers and that they would probably 
provide the strongest competition to the ILEC. But there is no way that any 
other CLEC could match the penetration of cable. 

In addition, the technology and infrastructure of cable television 
produce a heavenly marketing match when packaged with high-speed 
Internet access and local and long distance telephone service. 

system to handle internet access and telephone service, but it is also clear that 
Cox enjoys a huge markeimg advantage when it is able to mll out its entire 
package on the back of a cable monopoly that is Wegulated. 
HAVE YOU EXPERIENCED COX’S MARKETING TECHNIQUES? 
Yes. Cox is a marketing powerhouse that has great flexibility. When Qwest 
announced its Scent long distance off erhg, Cox responded immediately with 
a 3-cent plan, which has now been added to its market basket. 

I’m a cable TV customer of Cox and I live in a neighborhood that has 
about 100% cable penetration, so I may be high on their marketing list. After 
all, in marketing you try to hunt ducks where the ducks are. Nevertheless, I 

There is no doubt that Cox has invested massive sums to upgrade its 
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haven’t bought anything new from Cox in 17 years, yet I receive six to eight 
pieces of high quality mail from them every month in addition to bill inserts. 

In contrast, as a Qwest local exchange customer, I have received 
exactly one piece of mail from them about their long distance plan. As a long 
distance customer of MCI, I have never received anything from them 
regarding local phone service. Clearly, Cox is the big dog in marketing 

8 Q. rs QWEST BEING DAMAGED BY WIRELESS COMPETITION? 
9 A. There is no question about that, but there seems to be a lack of data to 
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quantify its impact to date on existing wire-line business versus new phones. 
It seems clear that wireless has killed the pay phone business and most of the 
market for second wire-line phones. 

Mr. Teitzel cites Federd Communications Commission (FCC) data, 
which shows that in mid-2003 there were 2.64 million wireless connections in 

Arizona, making up 45% of all telephone connections in the state. That is 
already a huge number, but AUIA is concerned that it may be just the 
beginning. 

It was long assumed that the greatest barrier to an explosion of 
wireless usage was the absence of number porkability. Now we have 
portabilily, but it has only been available for a short time and we have no 
clear idea of its ultimate impact. I have seen market survey results which 
indicate that as many as 70% of wire-line subsQibers would switch to 
wireless if they could keep their phone numbers. 

to pinpoint the location of a Wireless caller. Technology will remove that 
barrier relatively soon and make wireless service even more attractive. 

We have also just learned about the merger of Sprint and Nextel, 
creating a third behemoth wireless company. It’s unclear what direct impact 
tlus merger may have OR Qwest, since Qwest‘s wireless customers already 
use the Sprint network. At a minimum, the merger wiU further concentrate 
marketing power among three companies that will control about 75% of alz 
wireless voice traffic. 

The next barrier may relate to emergency (911) calling and the inability 
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Based on Mr. Fimbres’ testimony, Commission Staff seem to believe 
that wireless has not yet proven to be a viable substitute for wire-line service 

and that its chief impact may be in discretionary usage that is in addition to 
primary residential usage. 

In AULA’S view, this distinction is not relevant. In the short run, it 
may seem to be more damaging to give up revenue from a lost connection, 
but the long run outlook is grim for a regulated company that doesn’t benefit 
from the growth of its customer base, especially if it must continue to add 
utiliiy plant that eventually becomes excess capacity. 
ARE CLECs OTHER THAN COX MAKING COMPETITIVE INROADS? 
Yes, although the empirical data are dif€idt to interpret. Mr. Teitzel noted 
that there were 118 approved interconnection agreements on file with the 
Commission as of February 2004. In addition, the FCC statistics he cited 
indicated that there were 519,000 CLEC lines in existence in mid-2003. That 
would equate to about 16% of the wire-lines in the state and would include 
Cox’s penetration at that time. 

I would assume that Cox’s residential telephone business has 
increased signrficantly since then. However, based on the dearth of 
residential marketing communications from other CLECs, I believe that their 
market penetration is skewed heavily toward business customers. 
WHY WOULD THEY CONCENTRATE ON BUSINESS CUSTOMERS? 
Business customers are easier to identtfy, easier to market to, less costly to 
serve and simply more profitable. A cable run will pass many more line 
connections in a business area than in a residentid neighborhood. Besides, in 
the early days of local competition, there were things going on in the 
marketplace that were very difficult for an incumbent utility to deal with. 

For example, building owners and property managers would make 
deals with CLECs to help them wire new buildings or rewire old ones in 
exchange for exclusive rights to provide service to the tenants. It‘s difficult 
for an ILEC to respond to that kind of competition when they don’t know it‘s 
happening and when they’re conditioned to wait for customers to knock on 
their door. 

Q. 
A. 

Q. 
A. 
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A few years ago, we decided in my office that we needed a new phone 
system with some better features. We had 10 lines at the time, provided by 
US West. We contacted a recommended equipment supplier whose first 
question was, who provided our phone service? I found out a couple of 
weeks later why it mattered. 

We settled on a system we liked, but we balked at the price because it 
was signzficantly more expensive than the system we had. The supplier said 
he would take care of the differentid. The next thing we knew, we were 
contacted by a CLEC who offered us phone service at a large enough 
discount from US West that it made up for the difference in equipment cost. 
We bit. 

An acquaintance of mine in telephone equipment sales told me later 
that it was not unusual to use CLEC discounts to help sell phone systems to 
small and medium size businesses. 
WHERE DOES VOIP FIT IN THIS DYNAMIC? 
I don't think anyone knows for sure, but it should be of concern to anyone 
who's in the wire-he or long distance business. As far as I know, the only 
real barriers to VOIP are disinterest and the need for broadband access. If 
you obtain broadband for other purposes (ie., high speed internet access), 

Q. 
A. 

there is almost no reason not to employ VOIP. It just hasn't caught on yet. 

access through cable or DSL, provided it's available at their location. 
Broadband penetration is increasing at the residential level, with some 
estimates as high as 50% penetration. The simple fact is that if you have a 
computer at home, you're going to get fed up with dial-up service and opt for 
broadband from someone. It's an easy next step to VOIP. 

V O P  has sigruficant political support at the federal leveL In addition, 
there is beta testing under way at two or more large electric utilities to 
determine whether it is practical to provide broadband access over power 
lines, which could aid VOIP penetration. 

I can hardly imagine a business that can get along without broadband 
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111. ACC STAFF IS STRUGGLING TO ADAPT TO THE COMPETITIVE 

MARKET THE COMMISSION HAS HELPED TO CREATE. 

Q. DOES AUIA HAVE AN OVERALL REACTION TO STAFF'S CURRENT 
APPROACH TO PRICE CAP REGULATION? 
Yes. Setting revenue issues aside, Staff's response to west's proposals is 
encouraging in several respects. For example, Staff is willing to explore the 
concept of competitive zones, the centerpiece of Qwest's amended price 
regulation plan. Staff also has agreed to update the administration of the 
plan, grant W e s t  some additional flexiiility in marketing promotions and 
deregulate certain services. 

Underlying these decisions is an implicit recognition that the 
competitive market has developed in unexpected ways and that Qwest is 
constrained in its ability to respond to the competition. I suspect that Staff is 
also concerned that its provider of last resort may land in serious financial 
jeopardy if its competitive position continues to deteriorate. 
ARE THERE AREAS OF CONCERN TO AUIA IN STAFF'S RESPONSES? 
Yes. Some of Stafjps responses feflect a fear of uncertainty and a reluctance to 
leave the safe harbor of rate regulation. 

discussion of the criteria for defining competitive zones are pervaded by a 
rage for data. They want to know what the CLECs are really doing, rather 
than what they they are doing in their tariffs and marketing materials. 
"hey would like to know who the new cell phone users are and whether they 
gave up wire-line service. 

requires it to act ody with optimal inforrnaton But the Commission might 
have to accept the fact that empirical data precisely defining the competitive 
market m y  never be available, partly because the market is extremely fluid 
and partly because the competitors wiIl not be completely forthcoming about 
their business. 

A. 

Q. 
A. 

Mr. Fimbres' analysis of the competitive landscape and Mr. Rowell's 

Staff may argue that the Commission's duty to nurture competition 
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IV. 

Q- 
A. 

Q- 

A. 

a. 

A. 

Staffs insistence on retaining the hard caps on Basket One services and 
their refusal to let competitive forces determine Basket Three revenues 
demonstrate a reluctance to forsake traditional rate regulation. 

Having said all of that, AUIA is extremely optimistic that are areas of 
accommodation between the company and Staff positions. 

AUIA RESPONSES TO SPECIFIC OWEST PROPOSALS AND STAFF 
RECOMMENDATIONS. 

WHAT IS AUIA’S POSITION ON QWEST’S REVENUE DEFICIENCY? 
Obviously, AULA is concerned about an mud revenue deficiency of 
between $320 and $450 million. However, I believe we are on the same page 
with mest in believing that raising rates to cover the deficit can’t solve the 
problem. That codd result in doubling Qwest’s basic residential and 
business rates and it would send m e s t  customers racing to find alternative 
providers. 
WHAT IS AUIA’S VIEW OF THE STAFF RECOMMENDATION ON 
RETURN ON EQUITY (ROE)? 
Because AUIA is not focused on the revenue deficiency, we have not pored 
over Staff witness Joel Reiker‘s DCF and CAJ?M calculations. However, I note 
that M i  Reiker has recommended an ROE of 14.6%. My response to that 
recommendation is, where was he hiding when I needed him a couple of rate 
cases ago? Either Mr. Reiker has experienced an epiphany, or I am not 
conversant with the current risk factors associated with this industry. I 
suspect the latter is the case. 

CAN YOU COMMENT FOR AUIA ON SPECIFIC ELEMENTS OF 
QWEST’S PRICE CAP AMENDMENTS AND OTHER PROPOSALS? 
Yes. I’ll discuss nine separate elements of their proposal: 
1. Elimination of the Inflation/Productivity Adjustment from Basket One 
Services. 

ALIIA agrees with Staff and the company that this adjustment should go. It’s 
an anachronistic device, which is designed to limit company earnings. It is 
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inappropriate in a competitive environment and has been punitive in recent 

2 Replace the Productivity Adjustment with a New Rate Cap. 
AUIA concurs with the Staff and the Company on this change. 
3. Eliminate the Hard Caps on Basket One Services. 
AUIA parts company with the Staff on this element. This is an example in 
which the Staff shows great reluctance to embrace competition fully and 
depart from traditional price regulation. While this basket contains what are 
generally regarded as basic or essential services, the hard caps limit Qwest's 
ability to package its products in response to market conditions. If they were 
removed, the overall cap on Basket One revenue would stil l  protect 
consumers and any price adjustments imposed by Qwest would have to be 
revenue neutral. The hard caps should be removed. 
4. Adopt a Test to Designate New Competitive Zones. 
Qwest proposes to create a test by which the Commission could designate 
certain areas as competitive zones in which Basket One services would be 
reclassified into Basket Three, providing Qwest with ma>cimum flexibility in 
pricing and packaging its products. According to Mr. Teitzel, Qwest has been 
granted similar flexibility in six other states. 

price cap plan Although the devil may be in the details, we are gratified that 
Staff, as discussed in Mr. Rowers testimony, is willing to give this concept 

AULA views this as the most signhcant element in Qwest's amended 

Mr. Rowell and Mr. Fjsnbres exhibit some discomfort with the precise 
test parameters proposed by Qwest. In their view, the mere presence of a 

CLEC in a zone may not guarantee real competition. AUIA has no firm 
position on this point except that the test should fairly represent the 
competitive pressure that Qwest faces. We understand Staff's desire to 
proceed cautiously and to avoid over-reacting, but Mr. Fimbres' discussion of 
the competitive envirOnment sounds a little like a physician who wants to see 
the corpse before he can prescribe a cure. 

Mr. Rowell takes issue with Qwest's suggestion that competitive zones 
should be delineated by the company's wire centers. He has concerns about 
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customer confusion over wire center boundaries and the fact that Qwest’s 
competitors cannot produce data based on the company’s wire centers. 
Staff‘s preferred delineation is the zip code. Although this approach may 
produce some problems for Qwest, AUIA believes it is worth exploring. 
AUIA agrees with Qwest that a separate docket to consider this issue is not 
necessary. 

The bottom h e  is that designation of competitive zones is a creative 
way to allow Qwest to confront its competition on a level playing field and 
should be adopted by the Commission in a workable form. 
5. Eliminate the Revenue Cap on Basket Three. 
AUIA supports this provision because it makes sense. If Basket Three 
services are competitive by dehition, why cap the revenues? The 
competitive market will provide its own cap on the prices and, therefore, the 
revenues that Qwest can realize from these services. It is a mechanism to 
control earnings, which doesn’t fit a competitive model. Rather than 
eliminating the cap, Staff proposes to increase it. This is mother indication of 
Staff‘s reluctance to shed traditional price regulation in a competitive 
environment. 
6. Treat New Services as Competitive and Put Qwest on the Same Footing 
as Its Competitors on Promotional Offerings. 
Although these proposals are separated in the plan they are similar in the 
effect they would have on Qwest‘s marketing flexibiliiy. Currently, Qwest 

must go through a time-consuming two-step process to have a new product 
declared competitive. Qwest believes that new services should be classified 
as competitive automatically, as they are in some other Qwest jurisdictions. 
Staff disagrees and supports a continuation of the existing process. 

27 

28 

29 

30 

31 

32 

Qwest also must provide the Commission with 30 days notice of new 
promotions md it proposes to eliminate this requirement. In this instance, 
Staff agrees. AUIA sides with Qwest on both comts because they constrain 
the company’s ability to move with the same alacrity as their Competitors. 
Timing is every- in marketing. 
7. Eliminate the Free Call Allowance in Directory Assistance. 
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Qwest proposes to eliminate the distance sensitive zone charges in UNE 
Zones 2 and 3. As a rate-balancing offset, Qwest also proposes to eluninate 
the monthly free call to directory assistance @A). Irrespective of the UNE 
zone charges, AUIA agrees that the free call should be eliminated. According 
to Mr. Abinah, Staff wants to retain this feature because it helps to cure 
deficient listings in the printed directory. AUIA finds it hard to believe that a 

single free directory assistance call benefits anyone. Directory assistance is 
available from numerous sources, including the Internet and all wireless 
providers, and Mr. Teitzel's testimony indicates that Qwest's DA call volume 
has diminished more that 50 percent since 1999. Almost no service is more 
competitive than directory assistance and the Commission should simply get 
out of that business. 
8. Deregulate Billing and Collection and Voicemail Services. 
Staff agrees with the company that there are sufficient competitive 
alternatives for these services to pennit them to be deregulated. AULA 

concurs. 
9. Augment the Arizona Universal Service Fund (AUSF). 
Qwest proposes to close the gap between the actual cost of serving remote 
areas of the state and the allowable charge to customers by imposing a 
monthly surcharge of approximately $46 on all wire-line and wireless 
customers in the state. The surcharge would generate approximately $64 
miEon of new revenue. 

According to Mr. Abinah's testimony, staff opposes this idea, partly in 
the belief that it would simply provide Qwest with a new revenue stream, 
and because m e s t  has not committed to use the fund for specific upgrades 
such as broadband deployment. 

The underpinning for Qwest's proposal is that a loop in a rural zone 
costs about $36 and the customer charge is limited to the statewide rate of $13 
for a residential line. Qwest argues that elimimkg this difference wiU 
motivate du providers, including Qwest's competitors, to engage in remote 
service. The AUSE allocation would be assignable to any subsequent 
provider. 
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While it may be that Qwest would be the largest beneficiary of the 
augmented fund at the outset, it is difficult to argue Qwest's logic that the 
surcharge would be beneficial to remote service. AULA believes that Qwest's 
AUSF proposal deserves a tryout. 

CONCLUSION 

DO YOU HAVE A N Y  CONCLUDING REMARKS? 
The Commission and the stakeholders in the telecommunications industry 
are caught in a competitive dynamic that is not well understood by most of 
us. In just a few years, the relative positions in the Arizona marketplace of 
Qwest and its competitors have changed dramatically in ways that were not 
anticipated when the 1996 Telecommunications Act was passed. 

Although Qwest is stiU the major player in the market, it is no longer 
the only elephant in the room. In fact, its market share md competitive 
position are eroding hourly, at least in part because the company is too 
constricted by regulation and cannot match the flexibility and responsiveness 
of its largely unregulated competitors. 

This case is not about money. It is about creating a more level playing 
field. Through the price cap amendments and increased flexibility proposed 
by Qwest, much of which is supported by Staff, ~e Cosnmission has the 
opportunity to redress the balance, hopefully before it is too late. There may 
not be much h e .  
DOES THAT CONCLUDE YOUR TESTIMONY? 
Yes it does. 
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INTRODUCTION, OUALIFICATIONS AND PURPOSE OF TESTIMONY 

PLE4SE STATE YOUR NAME AND BUSINESS ADDRESS. 
My name is Walter W. Meek. My business address is 2100 North Central 
Avenue, Suite 210, Phoenix, Arizona 85004. 
BY WHOM ARE YOU EMPLOYED AM) IN WHAT CAPACITY? 
I am the president of the Arizona Utility Investors Association (AULA), a non- 
profit organization formed to represent the interests of equity owners and 
bondholders who are invested in utility companies that are based in or do 
business in the State of Arizona. 
DOES AUIA'S MEMBERSHIP INCLUDE SHAREHOLDERS WHO HAVE 
EQUITY INTERESTS IN QWEST COMMUNICATIONS 
INTERNATIONAL, INC.? 
Yes. Although they are a shrinking number, we have members whose stock 
ownership dates to the breakup of the Bell system. 
ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING? 
On behalf of AUIA, an intervener in this proceeding. 
WOULD YOU PLEASE EXPLAIN WHY YOU ARE QUALIFIED TO 
PROVIDE TESTIMONY ON THIS SUBJECT MATTER? 
I represent the largest cross-section of utility stockholders in the State of 
Arizona and I have been involved with the utility business in Arizona for 28 
years. I have participated in dozens of Commission dockets on behalf of 
AUIA and testified in numerous proceedings. My testimony and written 
comments have covered topics including competition rules, rate of return 
issues, stranded costs, depreciation, disposition of regulatory assets, AFlJDC, 
inclusion of CWIP in rate base and the impact of regulatory decisions on 
analyst and investor expectations. 
ARE YOU TESTIFYING AS AN EXPERT WITNESS? 
Not really. I will attempt to bring a "real world" investor perspective to some 
of the complicated pricing issues raised in the rate case. 
HAVE YOU FILED TESTIMONY PREVIOUSLY IN THIS DOCKET? 
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A. 

0. 
A. 

Q9 

A. 

Q. 
A. 

Q- 
A. 

11. 

Q- 
A. 

Q. 

A. 

Yes. AUIA filed my rebuttal testimony on December 20,2004. 
ARE YOU WITHDRAWING THAT TESTIMONY? 

No. I request that it remain a part of the record in this proceeding. 
WHAT IS THE OVERALL PURPOSE OF THIS TESTIMONY? 
I am testifying in support of the settlement agreement that is proposed to 
define an amended and renewed price regulation plan for Qwest 
Corporation. 
IS AUIA A SIGNATORY TO THE SETTLEMENT AGREEMENT? 
Yes. I have signed the agreement on behalf of AULA. 
CAN YOU SUMMARIZE TIHE ELEMENTS OF YOUR TESTIMONY? 
Yes. I will start by reviewing the reasons why AUIA supports the settlement 
agreement, including a brief discussion of how and whether it addresses 
certain concerns we raised in our rebuttal testimony. Next, I will comment on 
eight key elements of the settlement agreement and the price cap plan. 
Finally, I will discuss consumer benefits that flow from the agreement and 
indicate the various reasons why the Arizona Corporation Commission 
should support the settlement. Throughout my testimony, I will refer to the 
settlement agreement and the price cap plan interchangeably because a 
serious attempt was made by the parties to eliminate the possibility of any 
confliding language and to make the two documents confonn. 

THE SETTLEMENT BENEHTS OWEST AND ITS CUSTOMERS. 

IN GENERAL, WHY DOES AUIA SUPPORT THE SETTLEMENT? 
As I indicated in my rebuttal testinony, m e s t  is in dire need of an infusion 
of new revenue to make up for some of the market share it has lost during the 
period of the current price cap plan. In addition, the company needs more 
flexibility in pricing and packaging its services in order to compete effectively 
with other telecom providers. The settlement agreement addresses both of 
these issues to some degree. 
DOES THE AGREEMENT PROVIDE A PERMANENT SOLUTION TO 
QWEST’S COMPETITIVE PROBLEMS? 
I don’t believe so. I would characterize the amended price cap plan that is 
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proposed here as triage rather than major corrective surgery. 
WHAT IS NEEDED IN THE LONG TERM? 
In its rebuttal testimony, AUIA supported Qwest's concept of designating 
competitive zones in which virtually all services would be free of price 
re,plation. At some point, I believe the Commission must confront the 
realities of the competitive market as it has developed and m o w  its 
regulatory regime in a significant way. However, in shaping this agreement, 
the settling parties agreed that now is not the time to pursue that concept and 
the settlement prohibits Qwest from renewing that proposal during the 
period of the amended price cap plan. 
HOW DO CUSTOMERS FARE UNDER THE SETTLEMENT? 
Apart from specific consumer benefits which I will discuss later, there are two 
broad areas of consumer interest that result from the settlement. First, the 
key elements of the agreement are designed to provide Qwest with more 

Q. 
A. 

Q. 
A. 

finanaal stability. That is an unreco@zed but critical benefit to consumers 
who rely on Qwest to maintain the backbone of telecom service in Arizona 
and to act as the provider of last resort. Second, in spite of its potential 
benefits to Qwest, the settlement does not impose a general rate increase on 
Qwest's customers, which is the end result of most utility rate cases. 
WHAT IS THE IMPACT OF THE PROPOSED REVENUE INCREASE? 
In the first place, the authorized increase in revenues ($31.8 million in the first 
year of the new price cap plan) is very nominal in Comparison with Qwest's 
total annual revenues. In the second place, the settlement agreement only 

grants Qwest the opportunity to generate greater revenue through increased 
sales and/or selective price increases on some of its services. There is no 
guarantee that Qwest will realize any amount of increased revenue as a result 
of flexible pricing. 

Q. IS THIS OUTCOME DIFFERENT FROM TYPICAL UTILITY 
RATEMAKING? 
Yes. It is true that in Arizona, a regulated utility is never given more than an 
opportunity to earn an authorized return. But in a typical rate decision, an 
eledric, gas or water utility would be granted a specific set of rates that are 

Q. 
A. 

A. 

designed to produce that return under prudent management and normal 



Page 4 

1 
2 

3 

4 Q* 
5 A. 

9 

10 

11 

12 111. 
13 
14 Q. 
15 

16 A. 
17 

18 
19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

31 
32 
33 

operating conditions. In this case, Qwest will be on its own to determine how 
to price its services to produce the desired economic result while striving to 
remain competitive in the marketplace. 
HOW IS THE OUTCOME DIFFERENT FOR CONSUMERS? 
There is no general rate increase that everyone has to pay. In practice, the 
Q I ~ Y  customers who will contribute to the higher revenue stream are those 
who p.iuchase the specific services or packages of services that are subject to 
price incrreases. In most cases, if not all, that will be an individual decision. If 
the resulting prices are not acceptable to consumers, they can decline to buy 
the services or in many cases, they can turn to a competitive provider. 

KEY ELEMENTS OF THE SETTLEMENT AGREEMENT 

ARE THERE SPECIFIC ELEMENTS OF THE SETTLEMENT 

AGREEMENT THAT YOU WOULD LIKE TQ DISCUSS? 
Yes. I ~ f l  discuss eight elements of the agreement seriatim. 
* Basket Arrangement and Contents 

The settlement agreement proposes to rearrange the service baskets to 
give Qwest more room to maneuver in pricing and packaging its products. 
Basket 1 continues to house basic services, which are hard-capped at their 
current price levels. Under the agreement, Basket 2 would contain retail 
services that are given limited pricing flexibility. Price increases for these 
services cannot exceed 25 percent in any 12-month period. Basket 3 continues 
to hold competitive services that are flexibly priced, except that there is an 
overall cap on revenue increases from that basket. Wholesale services are 
moved from Basket 2 to a new Basket 4. 

As a part of the move toward increased flexibjlity, the parties agreed to 
transfer some services from Basket 1 to Baskets 2 and 3. Examples include 
Additional Lines, PBX Tmnks, DID Service and Custom Calling Features, 
which move to Basket 2, and Basic Service Packages, Market Expansion Line 
and Uniform Access Solution Service, which move to Basket 3. 

These changes give Qwest additional revenue potential within the 
limits described below. 
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InflatiodProductivity Adjustment 
The settling parties agreed that th inflation/ productivity adjustmen 

applied to Basket 1 services in the current price cap plan should be 
eliminated. This device is anachronistic and because it is designed to 
suppress earnings, it has become punitive to the company. However, the 
settlement agreement provides that Qwest is responsible for the April 1,2005 
adjustment and accounts for that by reducing Qwest's revenue opportunity 
by $12 million in the first year of the amended price cap plan. 
* Switched Access Charges 

The settlement agreement provides for a permanent annual redudion 
in switched access charges of $12 million. However, the parties also agreed 
that this reduction should be revenue neutral to Qwest, with a resulting 
impact on Qwest's pricing opportunities described below. While there may 
not be a dollar-for-dollar impact, this reduction will result in lower costs for 
some consumers. 
0 Authorized Revenue Increases 

The settlement agreement authorizes Qwest to increase its mud 

jurisdictional revenues by $31.8 million. As I noted earlier, this does not 
occur through a general rate increase, but through the o ~ ~ o r t u n i t y  for Qwest 
to price some of its services in ways that will produce greater revenues. 
Qwest's pricing opportunity is modified in the following ways: 

The authorized revenue increase of $31.8 million is enlarged by $12 
million as an offset to the switched access reduction, bringing the total of the 
increased revenue opportunity to $43.8 million. However, in the first year of 
the plan, Qwest's pricing opportunity is also reduced by $12 million to 
account for the April 1,2005 inflation/productivity adjustment, bringing it 
down to $31.8 million. 

The overall pricing opportunity of $43.8 million would be allocated 
between Baskets 2 and 3, as follows: a maximm of $13.8 million to Basket 2 
and $30 million to Basket 3, plus any unused portion of the Basket 2 
allocation. 

However, in the first year, the Basket 2 allocation would be limited to 
$1.8 million as a consequence of the irtflation/productivity adjustment for 
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The settlement agreement requires Qwest to file a schedule of 

minimum-maximum rates for its services in Baskets 2 and 3 within 30 days of 
the entry of a Commission order in this proceeding. This requirement is in 
response to a recent appellate court decision regarding the Commission’s 
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The settlement agreement calls for an overall rate of return of 9.5 
percent. Staff‘s direct testimony dealing with capital costs recommended the 
same rate of return based on an actual capital structure of 75 percent debt and 
25 percent equity, applied to a cost of debt of 7.8 percent and a recommended 
return on equity of 14,6 percent. Qwest‘s financial condition and the risk 
attendant to equity investment in the company might argue for a hypothetical 
capital structure and a higher return on equity, but overall, the weighted cost 
of capital adopted in the agreement is reasonable. 

Special. Offerings 
The settlement agreement provides that Qwest shall have the added 

flexibility of introducing promotional offerings with one day prior notice to 
fhe Commission and may include packaged offerings in Basket 3, provided 
that the individual services must be available on a ala carte basis in Basket 1, 
2 or 3. The 1-day notice provision replaces a 30-day notice requirement in the 
current price cap plan, which puts Qwest at a serious disadvantage with its 
competitors. 
* Deregulated Services 

The parties agreed that the standard has been met the for deregulation 
of voice mail service and billing and collection services. The evidence is that 
there are sufficient competitive alternatives for these services to become 
unregulated. However, the agreement codifies the Commission’s right to 
take appropriate action if it determines that these services are offered in a 

discriminatory or anti-competitive manner. 
Dismissal of Court Appeals 

The settlement agreement provides that Qwest will dismiss its pending 
court appeals of commission Decision Nos. 66772 and 67047, when the 
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Cormnission‘s process in this case has been completed; that is, if no one has 
filed an application for rehearing within the time provided by statute or, if 

there has been an application, it has been denied by the Commission or by 
operation of law. Clearly the dismissal of these lawsuits removes a cloud 
over previous Commission actions and a palpable threat to consumers. 

CONSUMER BENEFITS 

WHAT CONSUMER BENEFITS ARE EMBODIED IN THE AMENDED 
PRICE CAP PLAN? 
The settlement agreement and its amendments to the price cap plan provide 
some global benefits to consumers in addition to incremental adjustments to 
various services. 

I must reiterate that the increased revenue opportunities, if the57 are 
implemented successfully, will contribute to Qwest’s financial stability, 
which relates directly to the system reliability and quality of service that 
Qwest is able to deliver. m e s t  continues to provide the backbone of the 
telecommunications system in Arizona and is the designated provider of last 
resort. 

Moreover, the additional marketing and pricing flexibility provided by 
the mended price cap plan will make Qwest more nimble and responsive to 
conditions in the marketplace. In other words, Qwest will be able to compete 
more effectively, and robust competition benefits the consumer. 

In addition to these broad benefits, there are other, specific changes in 
the price cap plan that will deliver benefits to consumers: 

0 The existing zone increment charges will be reduced by 50 percent. 
0 The rates for non-published and non-listed telephone numbers will 

also be reduced by half. 
Funding for the Telephone Assistance Plan (TAP) for the medically 

needy will be doubled, from $1 million to $2 million annually and there will 
be additional efforts devoted to increasing public awareness of the program. 

Together with the fact that this case will not result in a general rate 
increase, there is much in the settlement agreement to benefit consumers. 
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CONCLUSION: THE COh 
SETTLEMENT AGREEMENT. 

0 t I  SHO JLD APPRO rE THE 

DO YOU HAVE SOME CONCLUDING RECOMMENDATIONS FOR 
THE COMMISSION? 
Yes. The evidence in this caSe is that m e s t  has lost more than 577,000 
residential wire lines since 2000. Excluding wireless connections, Qwest's 
competitors have acquired an estimated 22 percent of the combined business 
and residential wireline market. When wireless penetration is included, 
Qwest's market share shrinks to a probable 40 percent. That is no longer a 
monopoly business. 

that it is suffering an annual revenue deficiency of $350 million. While 
Qwest's revenue deficiency was not fully vetted in settlement negotiations, 
there was no assertion by any party that Qwest was not entitled to an increase 
in jurisdictional revenues. 

of Qwest's key competitors, believe that the changing market environment in 
Arizona justifies regulatory action to provide Qwest with increased 
marketing flexibility and greater earning opportunities. 

In AUIA's view, the elements of the settlement agreement represent 
the minimum steps required to stave off a disaster for the state's leading 
provider of telecommunications services and its provider of last resort. We 
urge the Commission to adopt the settlement agreement without material 
alteration. 
DOES THAT CONCLUDE YOUR SETTLEMENT TESTIMONY? 
Yes, it does. 

As a result of shrinking market share, Qwest asserted in its direct case 

Clearly, the parties to this settlement agreement, which include some 
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Direct Testimony of Don Price 
Docket Nos. T-01-010518-03-0454; T-00000D-00-0672 

Introduction and Background 

Q. 

A. 

Please state your name, title, and qualifications. 

My name is Don Price. I am employed by MCI, Inc. [the parent company of 

MClmetro Access Transmission Services, LLC (“MCIm”)] as Senior Manager - 

Competition Policy. I have more than 25 years experience in 

telecommunications, most of which is in the area of public policy. Over the past 

10 years, the focus of my job responsibilities at MCI has been on policy issues 

relating to the opening up of previously monopoly local telecommunications 

markets. I have testified on a wide range of issues in a number of arbitration 

proceedings related to interconnection agreements between MCI and incumbent 

local exchange carriers (“ILECs”). In my current position, my responsibilities 

include developing company policy on a number of issues including intercarrier 

Compensation and network architecture, unbundled network elements, and 

numerous other issues. This requires working closely with many different 

organizations within MCI, including the personnel responsible for the design and 

operation of the company’s network, persons in the finance department, and 

personnel responsible for marketing and selling products and services across all 

market segments. 

I have participated in numerous proceedings involving a variety of 

telecommunications issues over the years, providing testimony on such issues 

as access rates, technical and financial issues relating to interconnection, public 

interest issues related to granting of Section 271 relief, and policy and technical 

issues relating to unbundled network elements. I have been directly involved in 
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negotiations with major ILECs for interconnection agreements under the 1996 

Act, and participated in various regulatory proceedings involving requests for 

relief under Section 271 of the Act. A more detailed review of my qualifications, 

as well as a listing of the proceedings in which I have filed testimony, is included 

in Exhibit DP-1 attached to my testimony. 

Purpose of Testimonv and Relief Requested bv MCI 

Q. 

A. In this testimony, I discuss why technological, marketplace, and regulatory 

changes necessitate a complete reexamination of state retail regulation, 

including an affirmative move toward a unified compensation scheme including 

intrastate access charges, which ultimately affect retail competition. I 

demonstrate the urgent need for the Commission to reduce Qwest’s intrastate 

switched access charges in Arizona to levels approximating economic cost 

because access charges in particular are an unjustified remnant of old, outdated 

regulation that ultimately distorts the retail marketplace. As will be seen, there 

are numerous reasons why this is true. One of the most compelling reasons, 

however, is the proliferation of new competitive alternatives, as discussed at 

length in the testimony of Qwest witness, David L. Teitzel, which provides the 

basis for Qwest’s requested relief in this proceeding. Those new competitive 

alternatives create a basis for fundamental changes to the existing regulatory 

framework far beyond the one-sided regulatory flexibility plan set forth in Qwest’s 

testimony previously filed in this proceeding. I will further explain how the 

What is the purpose of your testimony? 
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original public policy rationale used to justify setting of in-state switched access 

rates at above-cost levels has long outlived its usefulness and can no longer be 

rationally sustained. Today, the effects of allowing Qwest to charge excessive 

in-state switched access rates are anti-consumer, anti-competitive, and 

unreasonably discriminatory. 

Q. 

A. For all the reasons set forth in my testimony, MCI respectfully urges the 

What relief is MCI requesting the Commission grant in this proceeding? 

Commission to reduce Qwest’s Arizona intrastate switched access charges to 

levels approximating economic cost.’ If, however, the Commission is unwilling to 

take such action at this time, at a minimum, it should require Qwest’s intrastate 

switched access rates to mirror its interstate switched access rates. Although 

interstate switched access rates are above cost and, therefore, unreasonably 

discriminatory, an immediate reduction of intrastate rates2 to parity with Qwest’s 

interstate rates would diminish the most egregious anticompetitive effects of 

existing rate  level^.^ There is no economic basis for maintaining the current 

above-cost rate disparity above interstate rate levels because the functions 

necessary to provide “intrastate” and “interstate” access services are identical. 

Further, there is no public policy or other rational basis for maintaining the 

current rate disparity. Creating parity between intrastate and interstate access 

See, Direct Testimony of Teresa K. Million, Proprietary Exhibit TKM-01, page 2, Qwest’s “Arizona 
Summary of Recurring costs,” at lines headed “Switched Access Service TSLRIC Qwest shows for 
Switched Access Service, attached here as Confidential Exhibit DP-2. 

1 

See, Qwest Response to ATT 01 -024, attached here as Exhibit DP-3. 

Such a “mirroring” should not be a one-time occurrence, but rather should track changes to Qwest’s 
interstate rates over time. 
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rates is a result that should be the absolute minimum required of Qwest as an 

outcome of the instant proceeding. 

An Introduction to “Real Deregulation” 

Q. 

A. 

Does MCI generally support Qwest’s request for pricing flexibility? 

Yes as a concept, but not as proposed by Qwest. As I discuss below in detail, I 

agree with Qwest’s witnesses that recent technological, regulatory, and market 

developments in the telecommunications industry support a complete re- 

examination of the tools used by regulators. I also agree that these 

developments justify substantial retail pricing flexibility. Qwest’s proposals in this 

proceeding however are incomplete and insufficient in light of these technological 

and market developments in at least two ways. First, progressive regulatory 

reform beyond what Qwest is proposing is absolutely critical and should be 

implemented. Such reform should be designed to truly “level the playing field for 

all market participants -- not just for traditional dominant carriers such as Qwest. 

Second, the old, outdated access charges that distort the market must be 

reduced to avoid further massive marketplace distortions. The necessity of such 

retail regulatory reform simply recognizes the obvious - that consumers either 

now have or will soon have choices among both traditional and non-traditional 

communications providers, including cable companies, wireless providers, and 

Voice over Internet Protocol (“VolP) providers. Moreover, if current trends 

continue, or if the Bell/cable duopoly over broadband is broken as the FCC is 

attempting to do, then consumers’ choices will grow over time. 
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Q. 

A. 

Please explain what you mean by this. 

MCI advocates “real deregulation,” and my testimony will explain why the facts 

presented by Qwest support “real deregulation” rather than the limited and self- 

serving proposals offered by Qwest in this proceeding. Real deregulation means 

that the underbrush of old, traditional state retail regulation must be cleared away 

so that consumers in the marketplace, rather than regulators, pick winners and 

losers. By no longer perpetuating the unequal burden of outdated retail and 

access charge regulation, real deregulation will foster a more vibrant, real retail 

competitive market benefiting Arizona consumers. Importantly, real deregulation 

also means that no one carrier can or should be protected by regulation. 

By this, and as I explain in more detail below, Qwest presently benefits 

from certain vestiges of regulatory protectionism that are no longer justified in the 

current competitive marketplace. These lingering vestiges of archaic rate 

basehate of return regulation were born in the days of the old Bell System 

monopoly and the only purpose they serve is to protect Qwest’s revenue 

streams. Such protection is inconsistent with a competitive marketplace and 

contrary to the notion of deregulation or “flexibility” in the face of market changes. 

Q. Please describe the organization of the remainder of your testimony. 

A. In the next section, I will discuss a number of forces - technological, legal, and 

market -- that are affecting the industry and why these forces must be recognized 

as part of any meaningful discussion of the kinds of changes needed in 

traditional regulatory tools. That section provides a basis for evaluating both the 
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facts presented by Qwest in its testimony as well as the limited regulatory 

changes that it is proposing. 

Then, in the subsequent section, I focus attention on the origin and 

purpose of switched access charges and the impact of the technological, legal, 

and market forces on the interexchange carriers (“IXCs”) who are subject to 

these above-cost charges. In this section, I will explain why continuing that 

revenue stream to Qwest constitutes a form of regulatory protectionism that is 

inconsistent with notions of deregulation. Further, I explain why these charges 

now constitute a massive form of discrimination against traditional lXCs such as 

MCI. 

Unavoidable Forces are Changing the Industry 

Q. You have used the phrase “unavoidable forces” in the title of this section 
of your testimony. What do you mean by that? 

By that, I mean that there are forces in play that are beyond the control of 

regulators. Those forces include technological changes that impact service 

providers and their services, market changes in how consumers buy products, 

and structural changes in the telecommunications industry involving the types of 

service providers from which consumers may choose. 

A. 

In many respects, the description I present of the market for 

communications products in Arizona today is generally consistent with the 

perspective presented in the testimony of Qwest witness David Teitzel. That 

said, it is my intent in this testimony to provide for the Commission a broader 

perspective of the history of the industry, as well as technological and market 
6 
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1 trends that together have created the current environment so as to provide a 

2 solid context for the relief MCI is seeking. 
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4 Technological Chanqes 
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Please explain these technological changes. 

To do that, it is helpful to take a bit of a backward look to gain a perspective of 

network technology “then and now,” so to speak. If we look at the networks 

being operated in the 1980s at the time of the divestiture of the Bell Operating 

Companies from the Bell System, those networks continued to rely primarily on 

copper transmission equipment. That was true both in the loop plant -the wires 

connecting residences and businesses with the ILECs’ switching equipment4 - 

and in interoff ice facilities - the transmission equipment connecting switches. 

As regards the technology used in switching equipment, many of the Bell 

Company switches in the 1980s were still electromechanical devices of the type 

that had existed for decades. Switch manufacturers were in the early stages of 

introducing computer-based circuit switching equipment. Over the past two 

decades, digital circuit switches became the industry standard, although the 

industry now is embracing a new switching concept based on switching packets 

of information rather than switching to connect two circuits. 

The effects of the rapid advances in microelectronics technology over the 

past two decades are visible in every part of our lives. In the early 1980s, 

computers were a relative rarity in homes. They are now as common as 

The Qwest witnesses refer to this is the Network Access Channel, or ”NAC.” 
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toasters, and powerful microchip technology has become pervasive well beyond 

the desktop or laptop computer. One example is seen in the proliferation of 

hand-held game devices such as Game Boys and iPods, but the technology is 

now also a key component of many kitchen appliances, toys, automobiles, and 

numerous other consumer products. The ability to cram millions of transistors on 

a single chip has literally enabled a single silicon chip to do the work of what 

twenty years ago would have taken rooms of  computer^.^ 

The rapid advancements in microelectronics have paralleled the rapid 

developments in optical transmission technology, where strands of thin glass 

fibers are used to transmit digital optical signals at billions of bits per second. 

These advances have revolutionized transmission networks. Fiber optic 

networks, which saw their first use in the IXCs’ interstate long distance backbone 

networks in the late 1 9 8 0 ’ ~ ~  are now widely used in the feeder portions of the 

incumbent LECs’ loop plant and, in some instances, fiber is deployed all the way 

to the customers’ premises? 

The combined changes in switching equipment brought about by 

advanced microelectronics and in transmission technologies because of the 

introduction of fiber optic systems have radically transformed the legacy 

networks the Bell Operating Companies inherited at divestiture. In the 1980s’ 

Intel boasted more than two years ago of being able to cram more than 300 million transistors on a 
single chip, and the pace of technology continues apace. See “Intel Unveils World‘s Most Advanced 
Chip-Making Process,” press release of August 13, 2002, viewed on October 5, 2004 at 
http://www. intel.com/pressroom/archive/releases/20020813tech. htm. 

Verizon recently announced that it was beginning limited deployment of fiber to the premises. See 
“Verizon Poised to Deliver First Set of Services to Customers Over Its Fiber-to-the-Premises Network,” 
press release dated July 19, 2004, viewed on October 5, 2004 at 
http://newscenter.verizon.com/proactive/newsroom/release.vtmI?id=86053. 
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network intelligence was focused in the massive switching machines situated in 

the incumbents’ Central Offices. In today’s networks, that intelligence has been 

distributed out into the network, to intelligent devices located in closer proximity 

to consumers. Indeed, the FCC found that “that the remote terminal has, to a 

substantial degree, assumed the role and significance traditionally associated 

with the central ~ f f i ce . ”~  

Importantly, just as we have seen in the world of consumer electronics, 

prices for equipment used in telecommunications networks have declined rapidly 

over the past decade. In fact, a recent article quoted Qwest President John 

Badal as stating that one of the reasons Qwest has had difficulty meeting its 

investment objectives under the New Mexico Alternative Form of Regulation plan 

was that “the cost of telecommunications equipment has fallen so steeply.”8 This 

fact of cost declines also has significance to the unreasonableness of Qwest’s 

intrastate switched access rate levels, as discussed in more detail below. 

Q. Are there other implications of these changes in technology beyond the 
networks of the incumbents? 

A. Absolutely. The revolution in switching technology has been the single largest 

enabler of wireless services. The switching technology of the 1980s was 

incapable of tracking calls as a customer moved out of range of one radio 

transmitter site (now called a cell site) into another, without which current mobile 

’ Implementation of the Local Competition Provisions of the Telecommunications Act of 1996, Third 
Report and Order and Fourth Further Notice of Proposed Rulemaking, CC Docket No. 96-98 fl 218 
(Released Nov. 5,1999) (UNE Remand Order). 

Santa Fe New Mexican, “Qwest Still has Promises to Keep,” July 18, 2004 
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wireless services could not be offered. And the revolution in microprocessors 

has dramatically impacted the size of the hand-held devices. Most of us 

remember the initial cell phones that were nearly as large as a shoe-box. Over 

the years, the size of cell phones has shrunk. These technological innovations 

driving down the cost of equipment and increasing capabilities, combined with 

increased competition due to the entry of additional wireless providers, have 

dramatically reduced consumer prices for both the underlying service and the 

consumer equipment. The phenomenon described in Mr. Teitzel’s testimony - 

that there are more Arizona customers with cell phones than Qwest has access 

lines - is certainly indicative of the fact that having a cell phone is no longer 

considered a luxury. 

New technologies have also transformed the cable TV providers’ 

networks. Those networks historically utilized coaxial cable all the way to the 

customers’ premises, and transmission over the coaxial cable was one-way to 

the customer. But about the same time the ILECs began significant deployment 

of fiber optic equipment in their loop feeder plant, the cable providers also 

introduced fiber optics into their networks, along with other technology that 

permitted transmission of two-way signals. With these changes in place, the 

cable providers began to provide cable modem service in large numbers in the 

late 1990s.’ In many states, that milestone marked the introduction of the first 

“broadband” services.1o 

’ It is widely agreed that cable providers led the way in introducing so-called “broadband services to the 
general public, although Arizona does not fit this trend. See, “High-speed Services for Internet Access: 
Status as of December 31, 2003,” released June 8, 2004 by the FCC Wireline Competition Bureau’s 

10 
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At the same time, improvements in home computing technology have 

impacted numerous aspects of our lives. In 2003, it was estimated that 75 

million households, more than 2/3rds of all U.S. households, utilized computers, 

networked either with dial-up Internet access or broadband.’’ The implications 

of society’s embrace of computer technology on the way we communicate are 

enormous.12 By the end of 1999, the volume of e-mails in this country surpassed 

the pieces of mail handled by the U.S. Postal Servi~e. ’~ Also in 1999, it was 

estimated that the number of e-mail accounts reached 225 million in the U.S., 

exceeding the number of end user telephone lines - reported by the FCC at 189 

mi1li0n.l~ More recently, Instant Messaging has become pervasive, as have 

computer applications that use the Internet to transmit streaming audio and 

video. Such applications have been enhanced to enable two-way voice 

communications over the Internet, and although the numbers of persons using 

Industry Analysis and Technology Division, at tables 9 and 10. Based on these data, it appears that DSL 
providers began offering services before cable modem service was introduced in significant volumes. 

lo The term “broadband is often used without definition. At this time, the FCC‘s definition of service that 
permits transmission at speeds of at least 200 kilobits per second is considered by many to be overly 
generous, particularly compared to technologies in use in other countries such as Korea where multi- 
megabit speeds are the norm. 
l1 TNS Telecoms Request Consumer Survey, 2Q04 showing that 76% of total U.S. households have a 
computer at home and 68% of U.S. households have Internet access. U.S. Census at end of 2003 
showed 11,278,000 U.S. households. 
l2 The Internet and use of peer-to-peer computer applications such as Napster have convulsed the 
entertainment industry as consumers “swap” music and video clips. As we will see later, such 
applications have now been introduced to enable voice communications without any use of public 
switched telecommunications networks. 
l3 See, “Messaging Online,” February 4, 2000, http://www.sims.berkely,edu/reasearch/projects/how- 
much-info/internet/emaildetails.html 

l4 See, http://www.computeruser.com/clickit/printou~news/329839560002041920.html, “Newsbytes,” 
April 5, 2000. 
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such applications (so-called “Voice over Internet Protocol,” or “VoIP) is small, 

those numbers are growing rapidly. 

Also, certain new wireless technologies are being accepted in growing 

numbers as persons link their computers using Wi-Fi “hot  pots."'^ An exciting 

new development - though not yet commercially available -- is represented by 

the cooperative efforts of a number of leading companies, including Intel, 

Siemens Mobile, Alcatel, and many others to develop a standards-based 

technology referred to as WiMAX.“ According to Intel’s website: 

WiMAX is a standards-based wireless technology that provides high- 
throughput broadband connections over long distances. WiMAX can be 
used for a number of applications, including “last mile” broadband 
connections, hotspot and cellular backhaul, and high-speed enterprise 
connectivity for businesses. An implementation of the IEEE 802.16 
standard, WiMAX provides metropolitan area network connectivity at 
speeds of up to 75 Mb/sec. WiMAX systems can be used to transmit 
signal as far as 30 miles. However, on the average a WiMAX base-station 
installation will likely cover between three to five miles. l7 

WiMAX technology, which the Telecommunications Industry Association projects 

will experience a nearly twenty-fold infrastructure revenues growth over the next 

four years, once it is introduced in 2006 offers the potential to break the umbilical 

cord of the ILEC’s twisted copper pair network and the cable company’s coaxial 

l5 See, for example, “Mayor Announces Wi-Fi plan for San Francisco,” Reuters, November 22, 2004, 
12:25 BST; Wi-Max World Trade Show, November 3,2004, “Wi-Max for the Masses?;” Wi-Fi Technology 
Forum Press Release, November 3, 2004, “Study shows Wi-Fi Technology With Strong Growth; Security 
Remains Barrier Wireless LANs (Wi-Fi Networks) Go Mainstream is IT as Security Improves; VoWLAN 
Looks Promising.” 

See, for example, “Mayor Announces Wi-Fi plan for San Francisco,” Reuters, November 22, 2004, 
12:25 BST; Wi-Max World Trade Show, November 3,2004, “Wi-Max for the Masses?;” Wi-Fi Technology 
Forum Press Release, November 3,2004, “Study shows Wi-Fi Technology With Strong Growth; Security 
Remains Barrier Wireless LANs (Wi-Fi Networks) Go Mainstream is IT as Security Improves; VoWLAN 
Looks Promising.” 

17 See, http://www.inteI.com/netcomms/technologies/wimax/, viewed on October 7, 2004. 
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network, allowing consumers to utilize broadband capabilities provided by other 

entities. While these changes will not happen tomorrow and while we cannot yet 

know the pace of customer acceptance once introduced, this potential for a third 

“pipe” to the home also has enormous consequences for the issues facing the 
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You earlier had noted “market changes” among those forces you claim are 
unavoidable. What are the “market changes” to which you refer? 

The first and most significant market change that has occurred is the practical 

elimination of the distinction between local and long distance calling among 

traditional wireline providers. These market changes involve both the service 

providers and the way services -- in particular, telecommunications services - 

are offered to the public. Telecommunications services in the past were 

provided on an “a la carte” basis, with the past two decades characterized by 

bright line distinctions between providers of various services. Consumers were 

accustomed to obtaining different services from separate companies. For 

example, in the past a consumer got her local service from the ILEC - typically a 

Bell Operating Company - while receiving her long distance service from an 

interexchange provider, wireless service from her cellular company, and her 

entertainment from a cable operator. Now, rather than “a la carte” pricing with 

services provided by separate entities, the market is increasingly characterized 

by vertically integrated providers who compete on a broad range of service 
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packages - many of which are available in bundles. In preparation of this 

testimony, I accessed Qwest’s website and immediately found information on 

several service bundles for residential customers, including bundles of local and 

long distance and bundles including entertainment packaged8 And Mr. Teitzel’s 

testimony gives other similar examples from other service providers in Arizona. 

As consumers become accustomed to obtaining bundles of services from 

a single provider, the historic distinctions between the various lines of business 

will cease to exist. Quite simply, traditional regulatory philosophies and 

techniques are incapable of resolving the many complications that arise from this 

fact. For example, when Qwest uses the same local loop plant to provide 

residential local voice service, a DSL-based Internet access service, and “Qwest 

ChoiceTM TV & OnLine,” there is no non-arbitrary way to allocate “responsibility” 

for the cost of the loop plant between Qwest’s traditionally regulated service and 

the other services provided over the loop. The problem of cost allocation 

traditionally has been a problem with the local loop and a hotly disputed topic in 

rate cases.lg In today’s environment where both regulated and unregulated 

services can be provided by Qwest over those loop facilities, however, the only 

l8 See, for example http://www.qwest.com/newpackages/index.html, viewed on October 5, 2004. 
l9 The FCC described the problem of cost allocation of the loop as follows. “These costs pose 
particularly difficult problems for the separations process: the costs of such facilities cannot be allocated 
on the basis of cost-causation principles because all of the facilities would be required even if they were 
used only to provide local service or only to provide interstate access services. A significant illustration of 
this problem is allocating the cost of the local loop, which is needed both to provide local telephone 
service as well as to originate and terminate long-distance calls.” In the Matter of Access Charge Reform, 
Sixth Report and Order in CC Docket Nos. 96-262 and 94-1 , released May 31,2000, FCC 00-193 at fl 1 1 . 
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rational way to resolve such disputes is for the end user to bear all costs 

associated with the loop?o 

Q. Please explain how the various market changes relate to your discussion 
of “unavoidable forces.” 

A. The circumstances of the market today are a dramatic departure from the past. 

Prior to 1984, the entire U.S. telecommunications market was characterized by 

one massive, vertically integrated, monopoly provider of telecommunications 

equipment and services - the Bell System. The Bell System -- via its Western 

Electric manufacturing subsidiary -- controlled the manufacture both of telephone 

equipment for consumers and of the equipment (switches, etc.) used by the Bell 

Operating Companies in providing services. The Bell System monopolized the 

long distance market in the United States via its Long Lines division. And, the 

Bell System had a legal monopoly in local telecommunications markets, where 

its Bell Operating Companies were rate-of-return regulated by the states?’ The 

pre-divestiture Bell System was the largest corporation in the world, employing 

more than 1 million people in the U.S. 

On January 1 , 1984, the Bell System - pursuant to a settlement of the 

largest antitrust case ever brought by the U.S. Department of Justice - agreed to 

2o On October 5, 2004, the lntercarrier Compensation Forum (“ICF”) filed with the FCC a comprehensive 
lntercarrier Compensation and Universal Service Reform Plan in CC Docket No. 01-92. The ICF is 
composed of long distance carriers, incumbent LECs, rural carriers, competitive LECs, next-generation 
network providers, and wireless carriers. As part of the comprehensive Plan, rather than recovering 
network costs via carrier charges, each carrier would recover from its own subscribers the costs of 
transmitting calls to and from them, including the cost of the local loop or other “last mile” facility. That 
such disparate companies could agree on such an important principle is ample demonstration of the 
degree of consensus on this issue. *’ In Arizona, Qwest is the successor to Mountain States Telephone Company, the Bell System 
subsidiary that became US West on January 1 , 1984. 
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divest itself of the Bell Operating Companies and their monopoly local service 

operations. The divestiture (sometimes referred to as a “break-up”) resulted in 

structural separation of the monopoly operations from those businesses that 

were considered to be potentially competitive.22 Thus, the Bell Operating 

Companies (such as Qwest) continued to provide local services, and remained 

subject to full rate-of-return regulation by virtue of their legal monopoly status in 

those local services markets. The structural separation meant that the Bell 

Operating Companies were prohibited from providing certain services, including 

the provision of long distance services.23 On the other hand, because the 

manufacturing and long distance operations now operated independently of the 

local monopoly bottleneck facilities, there were no restrictions imposed on the 

lines of business in which those entities could participate. 

Q. What were the effects of the structural separation brought about by 
divestiture? 

This structural separation, along with the technological limitations extant at that 

time, were significant factors in creating the “a la carte” market for 

telecommunications services - sometimes referred to as market “silos” because 

each market was separate and distinct. Within the “long distance market,” 

however, the government’s plan to stimulate competition was a dramatic 

success. According to the FCC Wireline Competition Bureau’s Industry Analysis 

A. 

22 The key markets that the government considered potentially competitive were long distance and 
manufacturing, as the anti-trust abuses that were documented at trial focused on those lines of business. 

23 The exception to this is that the Bell Operating Companies were allowed to continue to provide 
intraLATA toll services. 
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and Technology Division, AT&T’s share of the domestic long distance service 

revenues fell from above 90% in 1984 to about 60% by the early 1 9 9 0 ~ . ~ ~  

Customers were able to presubscribe to their long distance carrier of choice and 

change providers at will according to which firm offered the better service 

package. The extent of competition in the long distance market is demonstrated 

by the fact that changes in long distance carriers (so called “PIC” changes) occur 

hundreds of millions of times each year!25 

As I have already noted, the “line of business restrictions” that applied to 

the Bell Operating Companies precluded them from providing interLATA long 

distance services.26 At the same time, both legal and economic barriers to entry 

precluded entry by interexchange carriers into the local service markets. The 

cable operators were at that time satisfied with the monopoly they enjoyed in 

their respective service areas and were not competing for the provision of any 

communications services.27 That was the situation that Congress sought to 

change with passage of the Telecommunications Act of 1996 (the Act). 

24 Statistics of the Long Distance Telecommunications Industry, released May 14, 2004, Table 7 “Shares 
of Total Toll Service Revenues Long Distance Carriers Only.”. 

25 Primary (or, Presubscribed) lnterexchange Carrier, or PIC, is the term that applies to the carriers that 
receive calls dialed on a 1 + basis from the customer’s premises. 

26 The role of the Bell Operating Companies at that time was limited to being wholesale suppliers of 
“access” to the long distance companies that provided retail long distance services. As discussed more 
fully below, that historic circumstance is one of several key reasons why access charges have outlived 
their usefulness. 

27 There were various reasons for this, not the least of which was technological. In particular, the cable 
systems that were in operation until the mid- to late 1990s were incapable of passing signals in both the 
upstream and downstream directions. That is, the systems at that time were incapable of passing two- 
way communications, an essential component of voice telephony and communications via the Internet. 

17 



(i 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 
14 
15 
16 
17 

18 

19 

20 

21 
22 
23 
24 
25 

Direct Testimony of Don Price 
Docket Nos. T-01-010518-03-0454; T-00000D-00-0672 

As a result of the Act‘s elimination of the legal barriers to entry and the 

technological revolutions discussed previously, the traditional market silos are 

rapidly disappearing. Cable operators now provide packages of entertainment, 

broadband Internet capability, and have recently begun to offer substitutes for 

local voice servicesF8 And, having been granted in-region relief under $271 of 

the Act, Qwest and its sibling ILECs now provide bundles of local, long distance, 

internet access, and entertainment offerings. In short, the marketplace 

circumstances within which the Commission is seeking to exercise its obligations 

are radically different than in the past. At the very least, we know that the 

concept of LATAs that was introduced twenty years ago is no longer relevant 

given Qwest’s entry into the retail interLATA market and the introduction of 

product bundles. 

Q. Has this Commission taken note of the types of market changes you have 
described? 

A. The Commissioners have recognized the dramatic change of market conditions 

in Arizona. This Commission recently opened a docket to investigate the status 

of competition in Arizona. Commissioner Hatch-Miller stated in pertinent part in 

his letter dated October 21, 2004: 

Competition has been shaped by implosion and subsequent consolidation 
within the market, uneven regulation at the federal level and endless 
litigation by the telecom providers. Wireless communications has become 
affordable and ubiquitous. As a result, consumers have benefited in the 
form of lower prices, more technological features and greater choice. 

28 Because Mr. Teitzel’s testimony goes into detail in this regard concerning Cox Communications 
offerings, I need only to note that phenomenon here. I would add, however, that other cable operators 
with operations in other states (e.g., Time Warner, Comcast, etc.) are similarly moving to provide similar 
packages of services beyond their traditional entertainment services. 
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As we have seen, technology has been and will be the driving force 
behind innovation and choice in the telecom industry. Traditional 
telephone service may become a remnant of the past. VolP is emerging 
as viable alternative for many consumers. . . . Another budding 
technology, Broadband over Power Lines (BPL) offers enormous promise 
because the electric power grid runs throughout America. 

In this docket [Docket No. T-OOOOO1-04-0749], we must be cognizant that 
the FCC sets the stage for competition. . . . 

With the ever-changing tides in the telecom industry, regulatory 
uncertainty rules the day. Yet the Commission has the responsibility to 
maintain a competitive, level-paying field. . . . 

Is wireless telephony impacting the long distance market? 

Yes. Indeed, the second most significant market change is the erosion of the 

distinction between wireline and wireless carriers in providing “long distance” 

capabilities to consumers. Consumers increasingly use their cellular phones to 

place long distance and local calls, instead of wireline phones. 

/nternetWeek.com reports, in an article dated November 10, 2004, entitled 

“Wireless Gaining at the Expense of Wire-Line Service,” that 60 percent of 

cellular phone users in U.S. households are making their long distance calls on 

their wireless handsets. In addition, the article notes that Yankee analyst, Kate 

Griffin, states that “We’re seeing long distance as a standalone industry 

di~appearing.”~’ This wireless displacement is due, in part, to the disparate 

intercarrier compensation regimes that place traditional wireline interexchange 

carriers at a material, unfair cost disadvantage relative to their unregulated 

29 http://www.internetweek.com/story/showArticIe.jhtmI?article1D=52600678 
attached as DP-4. 

A copy of the article is 
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wireless competitors. The FCC's 2004 annual Commercial Mobile Radio Service 

(ICMRS) competition report, documents that 97% of the U.S. population lives in 

a county with access to 3 or more competing carriers, compared to 95% the 

previous year and 88% in 2000. The number of subscribers increased from 

141.8 million to 160.6 million during a 12-month period through the end of 2003. 

The nationwide penetration rate stands at 54%. Table 2 in that report shows that 

the number of wireless subscribers in Arizona grew to a whopping 2.8 million, up 

13% over the 12-month period through the end of 2003.30 By comparison there 

were 3.25 million wireline access lines at the end of 2003 for all Arizona LECs. 

Qwest was reported to have approximately 2.6 million of the Arizona access 

Q. What other players are shaping the marketplace? 

A. Another group of players now affecting the marketplace are the cable providers. 

Cable providers such as Cox are no longer merely offering entertainment 

services, but have upgraded their networks to offer broadband and in some 

cases, voice services to end users. It is my understanding that Cox offers a 

variety of services to end users in the Phoenix metropolitan area, including 

packages of digital cable, broadband cable modem, and voice telephony. 

21 

30 Annual Report and Analysis of Competitive Market Conditions with Respect to Commercial Mobile 
Services," FCC 04-21 6, Released September 28,2004 at 1-2 and Table 2. 
31 See, FCC Local Telephone Competition: Status as of December 31, 2003, Table 6 at 
http://www.fcc.gov/Bureaus/Common~Carrier/Reports/FCC-State~Link/lAD/lcom0604.pdf . 
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Q. The changes you have described are indeed dramatic. Beyond the 
elimination of the traditional “silos” are there yet additional market 
developments impacting the way consumers communicate? 

A. Yes. I noted above that computer applications are now available permitting 

consumers to utilize the Internet for voice communications. In the recent past, 

entities such as Vonage and Skype have burst onto the scene. The only way to 

describe them is as “non-traditional” players, and the fact of their offerings 

presents yet another challenge for traditional regulatory philosophy and 

techniques. 

Q. Why do you refer to these entities as “non-traditional players” and what is 
the significance to traditional regulation? 

A. Entities such as Vonage and Skype represent a radical departure from the kinds 

of telecommunications service providers that have existed in the past. And while 

they provide a communications capability to end users, there is significant doubt 

as to whether they offer “telecommunications service,” as defined in the Act. 

Indeed, in a Report to Congress, the FCC concluded that “computer-to-computer 

IP telephony” could not be seen as “pure telecommunications” by virtue of how 

the service is provided and used. That is, unlike traditional carriers who provide 

services over their networks, these non-traditional players simply provide a 

computer application (software), and individuals utilize that software with the 

computer hardware at their premises to place calls between two computers 

connected to the Internet.32 It is the responsibility of the individual to obtain the 

32 In the Matter of Federal-State Joint Board on Universal Service, CC Docket No. 96-45, FCC 98-67 
(Report to Congress), released April 10, 1998,n 87. 
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broadband service - Le., cable modem or DSL - over which the computer 

application 0perates.3~ 

More recently, the FCC considered the question of whether such 

applications meet the statutory definition of “telecommunications.~~34 Given the 

facts at issue in that context, the FCC concluded that: 

First, we conclude that NVD [Free World Dialup service] is not 
“telecommunications.” Under the statute, the heart of 
“telecommunications” is transmission. As explained above, Pulver neither 
offers nor provides transmission to its members. Rather, FWD members 
“bring their own broadband” transmission to interact with the RND service. 
At least one commenter has argued that FWD is telecommunications 
because FWD does not change the form or content of the information as 
sent and received. We disagree. FWD acts as a type of directory service, 
informing its members when fellow members are online or “present.” 
Thus, even if FWD were providing transmission (which it is not), the 
information that FWD provides is not “information of the user’s choosing, 
without change in the form or content of the information as sent and 
received.” Instead, FWD provides new information: whether other FWD 
members are present; at what IP address a member may be reached; or, 
in some cases, a voicemail or an email response. Finally, the fact that 
Pulver’s server is connected to the Internet via some form of transmission 
is not in and of itself, as some commenters argue, relevant to the definition 
of telecommunications. Pulver may “use” some telecommunications to 
provide its NVD directory service but that does not make FWD itself 
te~ecommunications.~~ 

Taking the various factors into account, the FCC concluded as follows: 

33 The existence of Vonage or other VolP providers does nothing whatsoever to eliminate the broadband 
duopoly that now exists for providing the underlying broadband pipe that any VolP offering must ride. 
This testimony is not intended to address issues relating to regulation of - or premature deregulation of - 
the underlying broadband facility. Those are important issues that are currently being address at the 
federal level. My testimony is focused solely on the elimination of state regulatory asymmetries that 
distort retail competition in Arizona. 
34 In the Matter of Petition for Declaratory Ruling that pulver.com3 Free World Dialup is Neither 
Telecommunications Nor a Telecommunications Service, WC Docket No. 03-45, Memorandum Opinion 
and Order, FCC 04-27, released February 19,2004. 

35 id., at 1 9  (internal footnotes omitted). 
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We declare that pulver.com’s (Pulver) Free World Dialup (FWD) offering to 
be an unregulated information service subject to the Commission’s 
jurisdiction. In so doing, we remove any regulatory uncertainty that has 
surrounded Internet applications such as FWD. We formalize the 
Commission’s policy of nonregulation to ensure that Internet applications 
remain insulated from unnecessary and harmful economic regulation at 
both the federal and state levels?6 

And only last week, on November 9, 2004, the FCC ruled that certain Vonage 

Digitalvoice VolP services are interstate services and preempted states from 

regulating those services.37 The decision describes Digitalvoice as follows: 

Digitalvoice is a service that enables subscribers to originate and receive 
voice communications and provides a host of other features and 
capabilities that allow subscribers to manage their personal 
communications over the Internet.10 By enabling the sending and 
receiving of voice communications and providing certain familiar 
enhancements like voicemail, Digitalvoice resembles the telephone 
service provided by the circuit-switched network.38 

Vonage claims it is redefining communications by offering consumers and 

small businesses an affordable alternative to traditional telephone service, and it 

claims to be the fastest growing telephony company in North America, with more 

than 300,000 lines in service and over 5 million calls per week made over its 

VolP network.39 According to the Vonage website addressing “availability of 

service,” its service is now being offered in Phoenix, and is coming to Tucson!’ 

36 Id., at fl 1 (emphasis added). On November 9, 2004, the FCC determined in another proceeding (WC 
Docket No. 03-21 1) that certain types of Internet telephony are not subject to traditional state public utility 
regulation. 

37 In the Matter of Vonage Holdings Corporation Petition for Declaratory Ruling Concerning an Order of 
the Minnesota Public Utilities Commission, WC Docket No. 03-21 1, Order FCC 04-267, released 
November 12,2004. 

38 Id. 14 ,  page 3. 

39 http://www.vonage.com/corporate/press~index. ph p? PR=2004-11-09-0. 

40 http://www.vonage.com/avail.php. 
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Entities such as Vonage, Skype and Pulver.com provide a 

communications capability to end users even though these entities are in no way 

subject to regulatory oversight by this Commission (and other regulatory bodies). 

The fact that these entities are not subject to regulatory oversight by states is 

important to this Commission’s analysis of the regulatory framework that is 

appropriate (or not) for traditional wireline service providers such as Qwest. 

Thus, even putting aside the wireless carriers discussed earlier, Arizonans 

have alternatives to voice services provided by traditional common carriers such 

as Qwest. For purposes of this proceeding, the fact that these entities - e.g., 

Pulver.com, Vonage, Skype - are in no way subject to regulatory oversight by 

the Arizona Commission is important. 

Are traditional players also impacted by these unavoidable forces? 

Absolutely. The FCC recently observed both that IP networks are increasingly 

being used to carry voice communications and that traditional players such as 

Cox Communications, Qwest, Time Warner and Verizon have recently 

announced plans to offer VolP  service^.^' Additionally, SBC recently announced 

that it has signed a contract with Ford Motor Company that commits SBC to 

designing, implementing and managing a state-of-the art Internet Protocol 

telephony system fro Ford’s headquarters and other Ford facilities. Once 

completed, the SBC/Ford project will be one of the nation’s largest deployments 

41 Before the Federal Communications Commission, Notice of Proposed Rulemaking, WC Docket No. 04- 
36 pages 9 - 11. Released March 10, 2004 (IP Enabled Services NRPM). AT&T has also publicly 
announced at least one VolP offering. 
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to date of VolP techno log^.^^ It is becoming increasingly clear that not only are 

the “traditional players” impacted by these forces, they are embracing them. 

Access Charges: Outdated, Anti-consumer, Anticompetitive and Unreasonably 
Discriminatorv 

Q. 

A. 

Would you please summarize MCl’s position on access charges in the 
context of this proceeding? 

Yes. In this section, I will provide a background discussion giving some of the 

history of access charges and highlight the public policy objectives behind their 

creation. I will show that, because of the massive changes that have taken place 

since divestiture, there is no longer any reasonable or principled basis on which 

to perpetuate a system of above-cost transfer payments where only one market 

participant - Qwest - benefits. I will discuss why the relief Qwest is seeking in 

this proceeding would in fact perpetuate a number of regulatory protections that 

inure solely to Qwest’s benefit, to the detriment of Arizona consumers and to the 

health of competition in Arizona. In keeping with the spirit of the pricing flexibility 

that Qwest desires, the Commission should eliminate the most egregious of 

those regulatory protections and order Qwest to immediately reduce its switched 

access rates to cost. 

42 SBC Press Release, San Antonio, Texas, September 21,2004. 
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1 Access Charge: a Historv 

2 
3 Q. 
4 initially created? 
5 
6 A. 

What are access charges and for what purpose were access charges 

Access charges are fees paid by long distance companies to local exchange 

7 carriers to use existing local facilities to originate and terminate long distance 
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calls. Access charges are paid on both the originating and terminating end of 

long distance calls. On the originating end of a call, the long distance provider 

pays Qwest to carry the call from the calling party to the long distance provider’s 

closest facility. On the terminating end, the long distance provider pays Qwest to 

carry the call from the long distance provider’s closest facility to the called party’s 

premises. Access charges are made up of different elements, but generally 

compensate Qwest for use of interoffice transmission (transport) facilities, local 

switching facilities, and the cost of the loop plant that connects to the calling and 

called parties’ premises. 

Access charges were created to replace a revenue stream that historically 

was generated by the Bell Companies’ participation in the provision of retail long 

distance services as part of the vertically integrated monopoly. Although the 

FCC had been investigating the need for a new means of compensation for 

years, access charges for interstate calling were put in place coincident with the 

divestiture of the Bell Operating Companies from the Bell System on January 1, 

1984. At about the same time, this Commission and other state regulators also 

established access charges for intrastate calling. 

26 



h 

1 

2 

3 

4 

5 
6 
7 
8 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

Direct Testimony of Don Price 
Docket Nos. T-01-01051 B-03-0454; T-00000D-00-0672 

Access charges therefore became the means whereby Qwest (nee, US 

West - as well as its sibling ILECs) generated wholesale revenues that replaced 

the revenue streams obtained previously from the pre-divestiture separations 

and settlements and division of revenues processes.43 

Q. What was the underlying public policy basis for setting access charges at 
the rate levels initially established? 

A. In this context, it is important to recall that the circumstances surrounding the 

divestiture of the Bell Operating Companies meant that regulators were very 

much “operating in the dark” during that period. It would be a huge 

understatement to say that there were uncertainties as to the division of assets - 

both capital and operational -- between the c0mpanies.4~ Thus, the very fabric of 

the company this Commission had historically regulated was being ripped apart. 

In a period of such turmoil, the tendency of regulators was to act 

conservatively. Understandably, a conservative approach translated into a 

hesitance to take any action that might have a dramatic, negative effect on local 

service rates. It was also recognized that the entity that would pay the lion’s 

share of access charges would be the “new AT&T,” and hindsight reveals that 

43 There are lengthy discussions of those processes in the FCC Orders in CC Docket 78-72 that 
implemented the access charge regime at the interstate level. Closer to home, the Arizona Corporation 
Commission reached that same conclusion in its Decision No. 54843, dated January 10, 1986, in Dockets 
E-1051-84-100, et al, at pages. 53-54. There, this Commission stated that the basis for the intrastate 
access rates that were established was to “compensate Mountain States during 1984 . . . as if the previous 
separations and settlements agreements between ATTCOM and Mountain States had remained in 
effect.” 

44 A Plan of Reorganization had been approved by the federal district court charged with overseeing the 
divestiture. The Plan of Reorganization provided numerous details as to division of assets, operational 
issues, and so on. Nonetheless, such a massive corporate restructuring had never before been 
attempted, much less accomplished. 
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regulators’ bias was to give less weight to the potential impact on AT&T and 

more weight to the possible impacts on local service rates, and the viability of the 

newly-divested local exchange carriers themselves. More than anything, the 

public policy principle underlying the initial setting of access charges was to 

ensure the preservation of Universal Service.45 

Implicit in the initial access charge decisions was the assumption that 

basic local service rates had historically been set at levels below the cost of 

providing those services, and that subsidies were therefore required from other 

services to maintain basic service rates at reasonable levels. 

Q. Can you explain your statement that the 
based on an assumption? 

A. Yes. In this context it is important to note 

notion of a required subsidy was 

that the analyses conducted by the 

Bell Operating Companies for rate case purposes have historically been based 

on their accounting records. Such analyses are referred to as “embedded cost” 

studies, and are not suited for determining whether a service requires a 

“subsidy.” Regulators generally were not provided with the tools to assess 

whether service rates required a subsidy because the studies presented were 

incapable of answering the question. Economists use the term “subsidy” to refer 

to services that are priced at levels below their economic - rather than 

embedded -- cost. For purposes of this proceeding, total service long-run 

45 The term “universal service” is often used without a carefully defined meaning, and meaning is not 
always obvious even in context. That said, in a 1983 decision establishing the access charge framework, 
the FCC used the term “universal service” to mean a mechanism “enabling high cost local exchange 
companies to establish local exchange rates that do not substantially exceed local exchange rates 
charged by other local exchange companies.” See, In the Matter of MTS and WATS Market Structure, 
CC Docket No. 78-72, phase I, Third Report and Order, released February 28, 1983, 1 3 .  
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incremental cost (“TSLRIC”) and economic costs are the same. Embedded cost 

studies are incapable of shedding light on the subsidy question. Further, the 

question of what constitutes the appropriate analysis of economic cost is one 

that is subject to debate.46 

As discussed in the testimony of Qwest witness Ms. Million, there are 

various incremental cost analyses [e.g., long-run incremental cost (“LRIC”), 

TSLRIC, and total element long-run incremental cost (“TELRIC]”)], to name a 

few. 

As is demonstrated by Qwest’s Arizona Summary of Recurring Costs, it is 

clear that Basic Residential Exchange Service47 does not require a subsidy, 

because the service’s rates cover its TSRLIC. It is also clear that in developing 

the TSLRIC for Basic Residential Exchange Service, Qwest allocated 100% of 

the local loop and 100% of the NTS-COE (Switch Port) to Basic Residential Local 

Exchange Service.48 Therefore, Basic Residential Exchange Service in Arizona 

requires no subsidy from access charges or any other sources even when 100% 

of the local loop and 100% of the port is allocated solely to local residential 

service. 
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disagreement as to whether that test has been applied correctly. 

47 See, TKM-01, page 1, for Basic Exchange Service attached here as DP-2. 

48 See, TKM-01, page 1, for Basic Exchange Service TSLRIC attached here as DP-2 and Qwest’s 
Response to WDA 02-027(a) and (c). 
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Access Charges: No Longer Justified 

Q. You stated above that there is no longer any reasonable or principled basis 
on which to perpetuate a system of above-cost transfer payments that 
benefits only one market participant - Qwest. Please explain how the 
current system benefits only Qwest. 

A. I discussed above at some length the rapid market changes in the 

telecommunications industry, and noted how Qwest is now providing retail toll 

services in competition with the traditional long distance companies. As 

described above, today’s situation differs dramatically from when access charges 

were created, because Qwest now competes for the retail long distance 

business of its customers. The circumstances of the past - i.e., where Qwest 

relied on a wholesale revenue stream because it was prohibited from providing 

retail toll services -- no longer apply. 

Quite simply, by permitting Qwest to charge above-cost rates to its 

competitors when it provides competing retail services is, at a minimum, 

unreasonably discriminatory. Furthermore, it creates the possibility of an 

anticompetitive price squeeze. 

Q. 

A. 

Please explain the market distortions that result from the current situation. 

The primary market distortion 1 am describing here results when MCI seeks to 

compete with Qwest in the provision of retail interexchange services in Arizona. 

When MCI or another interexchange carrier handles an in-state toll call between 

two Qwest end users, Qwest assesses Carrier Common Line charges (“CCLC) 
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for that call on both ends, for a total of more than 2 cents per minute.49 This per- 

minute charge represents a real cost of service to MCI, but not to Qwest, and is 

unreasonably discriminatory because there can be no justification for providing 

an artificial advantage to Qwest in a competitive market. In other words, Qwest 

enjoys an artificial competitive advantage relative to every other provider that 

seeks to compete for such traffic. 

And the CCLC is only one of several rate elements that Qwest charges to 

IXCs. Qwest is also permitted to levy a rate for switching - at both ends of the 

call -- that is above the cost that it incurs. The combined access rates that an 

IXC would pay for an intrastate call total more than 2.7 cents per minute at the 

originating end of the The combined access rates for that intrastate call 

total more than 3.5 cents per minute at the terminating end.51 These rates 

represent a real out-of-pocket cost that MCI or another IXC would incur, but do 

not reflect Qwest’s “costs.” The cost of switching that Qwest would incur when it 

handles interexchange traffic is significantly below the rates in Qwest’s Access 

Service Price Cap Tariff. 

For purposes of this proceeding, MCI is using the Qwest reciprocal 

compensation rate levels approved by the Commission in the earlier cost docket 

49 See, Qwest’s Arizona Access PCPL Price Cap Price List, Sect. 3, page 11. Qwest’s CCLC per 
originating minute is $0.006244, and the rate per terminating minute is $0.01 41 53. 

Originating CCL ($0.006244) + originating local switching ($0.01730) + E. 0. Port ($0.00130) + 
Interconnection Charge ($0.00245) = $0.0273 per originating minute. For simplicity of presentation, I 
have included no cost whatsoever for Qwest provided transport. Including transport would add between 
W O O  and 5/10 cent per minute on each end of the call. 

Terminating CCL ($0.014153) + terminating local switching ($0.01730) + E. 0. Port ($0.00130) + 
Interconnection Charge ($0.00245) = $0.0352 per terminating minute. See footnote 50 explaining the 
assumption to exclude transport rate elements from the calculation. 

50 
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as proxies for Qwest’s economic cost of providing those functions.52 Thus, 

without needing to utilize material considered by Qwest to be confidential, for our 

purposes we will accept as Qwest’s economic cost for switching an amount 

slightly more than l/lOth cent per minute, for each end of a call. Including the 

transport and tandem switching functions, Qwest’s economic cost on each end of 

a call totals just under % cent per minute. Taking the difference between the 

tariffed intrastate access rates and Qwest’s economic cost of providing those 

functions, we see that the above-cost switched access rates provide to Qwest a 

significant, artificial and unreasonably discriminatory market advantage of at 

least 2.5 cents per originating minute of traffic and more than 3.3 cents per 

terminating minute of traffic. 

If we look at this advantage on the basis of both ends of an intrastate call, 

Qwest is in the enviable position of having, ata minimum, a 5.8 cent per minute 

artificial cost advantage over its IXC competitors. While it was inappropriate and 

unfortunate that Qwest was able to impose above-cost access charges on 

interexchange carriers throughout the 1990s, now that Qwest is actively 

providing retail interexchange services in direct competition with other lXCs in 

the wake of its section 271 approvals, it is now even more intolerable for Qwest 

to continue imposing these discriminatorily high charges on its competitors. In 

essence, Qwest’s competitors are directly subsidizing its efforts to compete 

against them. These unwarranted and excessive access profits must be 

52 The Qwest reciprocal compensation rates can be compared with the cost studies presented by Qwest 
witness Million. Those studies are referenced in footnote 1, supra. 

32 



1 

2 

3 

4 

6 

7 

8 

9 

10 

11 

12 
13 

14 
15 
16 
17 
18 
19 

20 

21 

Direct Testimony of Don Price 
Docket Nos. T-01-010518-03-0454; T-00000D-00-0672 

eliminated so that Qwest’s competitors will not be artificially handicapped when 

competing with Qwest. 

To put the unfair pricing anomalies into perspective, the retail rate for long 

distance offered on Qwest’s website for the Qwest ChoiceTM Long Distance 

service is a maximum of 5 cents per Because MCI and any other 

interexchange carrier seeking to compete with Qwest would begin with at least 

the 5.8 cent per minute handicap I discussed above, there is literally no way for 

another provider to compete with Qwest’s retail price. Stated differently, the 

unreasonably discriminatory access rate system guarantees that Qwest’s margin 

on its retail toll business is at least 5.8 cents per minute54 better than its 

competitors. 

Outdated Access Charges and the Distorting Effects on Competition 

Q. Is what you have described above what is sometimes referred to as a 
“price squeeze?” 

A. Yes. Consider the pricing of the Qwest ChoiceTM Long Distance offering noted 

above, where the maximum per-minute price that an end user will pay is 5 

~ents .5~ Taking into account the Qwest retail rate and the minimum 5.8 cent per 

53 See, http://www.qwest.com/residential/products/qcld/index.htmI, visited on October 8, 2004. The 
website states that the consumer’s maximum out of pocket cost is $20 per month, so if the volume of calls 
approached 400 minutes in a given month, Qwest’s cost advantage would begin to increase to more than 
the average 3.7 cent per minute amount calculated above. 

54 Compare rates stated on DP-3, Qwest Response to ATT 01-024, with TSLRIC for Switch Access 
Service for CCLC and local. Switching and E.O. Port found on DP-2, TKM-01, at page 2. 

55 Qwest’s website that describes the Qwest ChoiceTM Long Distance offering states that there are “no 
restrictions” on this service. From this, one might assume that Qwest anticipates a mix of in-state and 
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minute artificial cost advantage Qwest enjoys, the price squeeze can be shown 

using a simple example. 

Price Table 1 

Monthly Qwest's Monthly Margin 
Minutes Used Retail rate Cost Per IXC's Cost (Minutes times 
by Customer per minute minute56 per minute rate minus cost) 

100 !§ 0.05 $ 0.02 $3.00 

1 00 $ 0.05 $ 0.08 ($3.00) 

As the example demonstrates, the artificial cost advantage Qwest is granted by 

charging its IXC competitors above-cost rates for in-state access enables Qwest 

to generate a profit of $3.00 per month for every end user customer who uses 

100 minutes of in-state usage under the plan. Because of Qwest's artificial cost 

advantage, however, an IXC would experience a nef Ioss of $3.00 on a 

customer with the same usage pattern - Le., a customer whose usage is 100 

minutes of in-state long distance. Because of this inequity, it is not profitable for 

an IXC to compete against Qwest for such customers. 

Q. The previous example is hypothetical. Do you have an actual price 
squeeze example by Qwest in Arizona? 

interstate calling by customers. Nonetheless, the pricing would apply for a customer whose usage was 
entirely intrastate. 

I have assumed here a 2 cent per minute cost to cover the cost of transporting the call, as well as all 
the administrative costs associated with the account, including billing, customer service, and so on. I 
have further assumed that the IXC incurs the same cost, but with the additional minimum 5.8 cent per 
minute cost disadvantage resulting from the Carrier Common Line and End Office Switching rate 
elements described previously. 
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Yes. Earlier this year, Qwest amended its Carrier Services contract with the 

State of Arizona by adding additional services, including long distance and toll- 

free voice services. The State’s Carrier Services contract had expired with its 

vendors and, therefore, had to be renewed on an emergency extension. At 

about the same time, in response to a request for bid by the State’s largest user, 

the Department of Administration, Qwest responded with rates that were 

accepted and are now in the Amendment to the State Carrier Services. The 

rates reflected in the Qwest Carrier Services contract are available to all State 

Agencies and sub-divisions. 

As part of this contract award process, Qwest committed to providing in- 

state toll service to the state at the rate of 4.0 cents per minute for both ends. As 

demonstrated below using Qwest’s actual switched access rates, the Qwest 

retail rate to the State constitutes a very real price squeeze. That is, the Qwest 

retail rate is below Qwest’s switched access charges under its Arizona Price Cap 

Tariff. 

Price Table 2 

I 18 
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Table 2 demonstrates that a provider seeking to compete with Qwest for the 

State’s intrastate toll business would pay Qwest 6 1/4 cents for use of Qwest’s 

Arizona network at both ends of a call for CCLC, local switching, end office port 

and interconnection charge. In addition, the provider would also pay transport 

charges and/or tandem switching as well as multiplexing that are not included in 

the 6.25 cents cost in Table 2. However, Qwest’s retail price for a call under the 

State of Arizona contract is significantly below what a competitor’s out-of-pocket 

payments to Qwest would be, without even taking into account the competitor’s 

own costs - such as the costs of its own network, cost of sales, billing, 

administrative, and so on. In other words, Qwest is today engaging in 

anticompetitive behavior by pricing retail services below its wholesale costs. It 

clearly is time for this Commission to acknowledge its role in permitting such 

abusive practices to occur and to remedy the situation by immediately lowering 

Qwest’s intrastate rates to levels approximating economic cost. In so doing, the 

Commission will have signaled its intention to permit competitors to win or lose 

contracts on the merits of their operations, rather than on the basis of artificial 

regulatory distinctions that have long outlived their usefulness. 

Access Charqes: Wireless versus MCI 

Q. One of the market forces you described above is the rapid growth in 
wireless services. Are wireless carriers subject to the same price squeeze 
you have described? 

A. No. The above-cost in-state access rates that are the focus of my testimony do 

not apply to calls handled by wireless carriers. The compensation arrangement 
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between wireless carriers and Qwest for originating and terminating calls (both 

wireless-to-landline and landline-to-wireless) is very different from that applied to 

interexchange carriers. However, the functions performed by Qwest when 

furnishing access to and from wireline and wireless service providers are 

identical. In this case, charging different rates to different providers has 

artificially skewed the market for wireless and wireline long distance calling - to 

the clear and unfair disadvantage of traditional interexchange carriers. 

Moreover, charging different rates (that become a cost of business to the IXC or 

wireless provider) to different firms for the same service is, without a sound 

policy rationale, unreasonably discriminatory. 

For wireless calls, rather than using Qwest’s local calling areas to 

determine what is an “interexchange call,” the intercarrier compensation is based 

on whether the call is within a Major Trading Area (“MTA) - which in the case of 

Arizona is virtually the entire state. I have provided as Exhibit DP-5 attached to 

this testimony a map generated by the FCC’s Wireless Telecommunications 

Bureau that depicts the Major Trading Areas for the United States.57 A call 

originated on a wireless phone and terminated by Qwest within “MTA 27” is 

subject to the cost-based reciprocal compensation rates established by this 

Commission. This translates into a cost to the wireless carrier of something less 

than I/lOth cent per minute to terminate such a Comparatively, an IXC is 

required to pay Qwest compensation of more than 3.5 cents per minute for the 

57 As noted on Exhibit DP-5, the term Major Trading Area is based on material that is copyrighted by 
Rand McNally & Company. 

58 See, Qwest Response to ATT Data Request 01 -01 1, Attachment A, attached hereto as DP-6. 
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terminating CCLC, local switching and end office port - an amount approximately 

35 times what a wireless carrier pays for those same functions to terminate the 

The effect of this gross inequity is that consumers are provided with 

incorrect price signals to - substitute use of wireless phones in lieu of their 

wireline phone to make certain types of calls.60 This substitution is apparently 

taking place in certain markets on a nationwide basis, due almost entirely to the 

incorrect pricing signals regulators have sent by continuing to levy above-cost 

access rates on one class of carrier - the IXC - that do not apply to their 

competitors, the wireless carriers. The Federal-State Joint Board Monitoring 

Report, released October 12, 2004 contains information quantifying the extent to 

which such substitution is occurring. That report contains a table (Table 1.2) on 

“Telecommunications Industry Revenue by Service,” and from 1999 to 2002 

wireless service revenues was up by 67.7 percent, compared to direct-dial toll 

services that were down by 30.5 percent over the same period. 

Access Charges: Other Inequities 

Q. What “other inequities” exist as a result of the outmoded and 
unsupportable access charge regime you describe? 

A. The non-traditional service providers such as Vonage and Skype, by virtue of the 

way they offer services, are not subject to the above-cost in-state access rates 

59 As noted in footnote 51, the combined rate for terminating switched access without transport and other 
services, is $0.03275 or nearly 3.3 cents; whereas the reciprocal compensation rate for local switching 
charged to wireless carrier found on DP-6 is $0.0009695 or about l/lOth of a cent. (.03275/.0009695 = 
33.78). 

See, page 19, lines 2 to 20, discussing the effects of substitution of wireless for long distance. 
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that lXCs must pay. There are at this time unanswered questions regarding 

whether such providers should pay some compensation for terminating calls to 

customers on the public switched telephone network - in other words, when their 

calls terminate in the same way as traditional intrastate toll calls handled by 

IXCs. Nonetheless, the market presence of such providers is a factor that the 

Commission must recognize. To graphically depict just how dramatic are the 

disparities I have described, the following chart compares the terminating 

charges that are paid for an IXC-handled intrastate call, a local call at reciprocal 

compensation rates, an IXC-handled interstate call, and a wireless intra-MTA 

call. 

Rate Disparities - Actual 

$0.0400 - 
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In certain instances regulators have imposed imputation tests so as to 
avoid a price squeeze. Is that a reasonable means of resolving the 
situation you have described? 

Taking into account the discussion above regarding the various negative impacts 

of above-cost access charges on retail competition in Arizona, we can easily see 

that imputation is not an effective remedy for such market disruptions. The 

Commission has no authority over the retail rates or inter-carrier charges for 

wireless providers, or the retail rates or inter-carrier charges of the non-traditional 

providers. Thus, the only effective remedy for the many market disruptions is to 

lower Qwest's intrastate access rates to their economic cost level. 

Recall that one of the key features of a competitive market is to force all 

providers to operate as efficiently as possible, so that consumers reap the 

rewards of competitive pricing by efficient competitors. While an imputation test 

may address the price squeeze, imposing an imputation test frustrates the 

objective of forcing all providers to operate as efficiently as possible by 

establishing an artificially high cost floor - Le., above the economic cost of 

providing the function - meaning that all providers are now operating inefficiently. 

The solution is to provide incentives to all providers to operate as efficiently as 

Qwest. The means to accomplish that is to eliminate the artificial cost advantage 
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that Qwest enjoys by reducing access charges to levels approximating economic 

cost? 

Q. You began this discussion by noting that the current situation of above 
cost access rates is a system of transfer payments that benefits only 
Qwest. What other reasons beyond the price squeeze inure solely to 
Qwest’s benefit? 

A. As noted above, when access charges were initially established, Qwest was 

legally foreclosed from providing services other than traditional monopoly voice 

telephony services within its service territories. Those barriers to Qwest’s 

participation in other lines of business have been eliminated, and Qwest now 

provides other services over its local loop plant, such as DSL-based Internet 

access and entertainment (Qwest ChoiceTM TV). That Qwest can now tap into 

entirely new revenue streams that did not exist in the past when the current 

access charge regime was established completely invalidates another of the 

underlying reasons for retaining access charges at above-cost levels. 

Access Charges and “Real Deregulation” 

Q. You stated at the outset of your testimony that the competitive alternatives 
that exist and/or are emerging create a basis for “fundamental changes to 
the regulatory framework” far beyond what Qwest proposes. Please 
explain what you mean. 

A. To explain, I will draw a contrast with the testimony of Qwest witness David 

Teitzel. In the executive summary of his testimony, Mr. Teitzel states that 

I noted at page 9 above the fact of declining costs due to improvements in technology, a fact that 
Qwest itself acknowledged. When that fact is considered in the context of Qwest continuing to charge 
above-cost intrastate access rates, the effect is that margins increase with declining costs, but only Qwest 
enjoys the financial benefit. 
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because of the changes in the “telecommunications landscape in Arizona,” 

regulation “must be adjusted.” He then goes on to describe a series of changes 

that, as to Qwest, would constitute “relaxed regulation” so that Qwest would 

enjoy “the same ability to promote its products and services as that afforded its 

competitors. 

By the terms used in his testimony, Mr. Teitzel would appear to describe 

incremental changes to the regulatory tools applied by the Commission. But 

such “adjustments” should be seen for what they are: one-sided changes that 

provide benefits to Qwest, while at the same time preserving legacy regulatory 

protections to which Qwest should no longer be entitled. Stated differently, 

deregulation should not be seen as synonymous with passively permitting Qwest 

to have greater flexibility in offering and pricing its services. To the contrary, the 

new environment requires that the Commission actively dismantle the 

numerous artificial protections that Qwest continues to enjoy as a result of its 

history as a regulated entity. 

What this means is that any company claiming to espouse pricing 

flexibility or deregulation should as part of that assume the risk that goes along 

with being a competitive operation. Companies such as MCI operate without the 

kinds of protections from competitive risk that Qwest enjoys as a part of its 

regulated legacy. For example, numerous Wall Street analyst reports have 

noted over the past two years the continuing price weakness besetting the 

traditional long distance carriers. In that highly competitive segment, consumers 

aggressively price shop and carriers have no choice but to reduce rates to retain 
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their customers’ business. Qwest, on the other hand, is in the enviable position 

of continuing to charge intrastate switched access rates that are significantly 

above cost with no concern whatsoever for “market conditions.” For switched 

access, the rates Qwest charges is an abuse of monopoly power, plain and 

simple.62 If Qwest is to be considered and treated as a “competitive” firm, then it 

should do so without the benefit of traditional regulatory protections, including 

government-mandated and approved subsidy payments - including those 

inherent in the above-cost access charge regime - a benefit none of Qwest’s 

competitors enjoy. 

In your opinion, is Qwest protected by traditional regulatory policy and 
programs in Arizona? 

Yes. 

Please explain. 

Reform of the current system of intrastate access charges in Arizona is 

necessary to remove substantial contribution well above Qwest’s economic cost 

of providing the functions for Arizona intrastate switched access,63 These above- 

cost charges have been too long tolerated by the legacy regulatory regime, and 

62 See, Direct Testimony of William Dunkel, in Docket No. T-01051 B-99-0105, dated September 2000, 
attacking Ramsey Pricing wherein he states: “Under Ramsey Pricing those services have the most 
inelastic demand (i.e. monopoly services) are forced to recover a greater share of the shared, joint and 
common costs of the firm so that those services with more elastic demand (i.e. competitive services) 
contribute very little toward shared, joint and common costs of the firm.” Quoting economist William J. 
Baumol, Mr. Dunkel cited a passage which further states “this [Ramsey Pricing] places the burden upon 
those customers who have no place else to go, whose demands are inelastic because they have no real 
alternative.” And he finally noted that the FCC had rejected Ramsey Pricing in the Local Competition 
Order; at page 38, line 1 through page 39, line 14. 

63 See, Direct Testimony of Teresa K. Million, Exhibit TKM-01 attached as DP-2. 
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such charges are in no way appropriate in a more competitive market. This issue 

is the subject of Docket No. T-0000D-00-0672 which I understand has been 

consolidated with Qwest’s Pricing Flexibility proceeding. 
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Does Qwest propose to “reform” switched access rates in Arizona in this 
proceeding? 

No. Qwest’s recommendation on switched access reform is to do nothing at this 

time “because of sweeping changes to the entire intercarrier compensation issue 

being considered by the FCC and the industry.”64 

Does Qwest offer an alternate proposal on switched access reductions? 

Not really. Instead Qwest witness Scott Mclntyre in his Direct Testimony invites 

this Commission “to provide [Qwest with] a plan on how to recover the revenue 

currently provided by Switched Access.” He provides an example of one 

possible solution that would impose an intrastate subscriber line charge to offset 

Qwest’s revenue losses if switched access rates are reduced to the same levels 

as its interstate rates.65 Again, by taking a position that it is entitled to “revenue 

neutrality,” Qwest is seeking regulatory protection from this Commission that is 

diametrically opposite its deregulatory and competition rhetoric. 

64 Direct Testimony of Scott A. Mclntyre, page 14, line 22 -page 15, line 1. 

65 Direct Testimony of Scott A. Mclntyre, page 15, line 22- page 16, line 3. 
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Q. 
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Is Qwest’s proposal consistent with other public statements made by the 
Qwest family of companies? 

No. One of Qwest’s companies is Qwest Communications Corporation (“QCC”), 

a Qwest Corporation Section 272 affiliate that is also a CLEC regulated by this 

Commission (T-0281 lB).66 QCC has also been joined as also a party in this 

proceeding. In Comments of Qwest Communications Corporation filed on 

September 28, 2004, in a Rulemaking 03-08-018 before the California Public 

Utilities Commission, QCC stated: 

Proposals at the Federal Level should expedite access charge reductions 
in California, not delay such reform. . . . The [California] Commission’s 
failure to finish this Phase I a timely manner has re’udiced the market 
towards other technologies. (Emphasis supplied.)6 P-- 

Is the QCC recommendation in the California proceeding consistent with 
Qwest Corporation’s recommendations in this proceeding? 

Absolutely not. 

Has MCI sought relief on switched access charges from this Commission 
in the past? 

Indeed it has, and a brief history of MCl’s efforts in this regard is appropriate 

here. On April 18, 1997, MCI filed a complaint against Qwest (then US WEST) 

contending that Qwest’s access charges were unlawful, unjust, unreasonable 

and discriminatory. MCI maintained that access should be priced at economic 

cost. The Commission agreed that access charges were not set at their 

economic levels, but concluded that any adjustment must be done as part of an 

66 See Decision No. 6661 2 and http://www.cc.state.az.us/utility/utility_list/CLEClist.pdf 

67 Order Instituting Rulemaking to Review Policies Concerning Intrastate Carrier Access Charge, 
Rulemaking 03-08-018, at pages 1 and 2. A copy of these comments is attached as Exhibit DP-7. 
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overall review of Qwest’s rates. Thus, MCl’s complaint was dismissed by the 

Commission with the promise that access charges would be reviewed in Qwest’s 

next rate case. Significantly, the Commission also held that ‘I. . . the pricing of 

access charges should be taken into consideration as part of any request by US 

WEST to enter into Arizona’s interLATA toll market.”68 

At the August 22, 2000 Open Meeting, former Chairman Kunasek 

requested an investigation into whether access charges for Arizona utilities 

reflect the cost of access. A docket was opened on September 5,2000 (Docket 

No. T-00000D-00-0672), but it was suspended by a July 8, 2002 Procedural 

Order. 

On March 30, 2001, in the Qwest rate case filed after MCl’s 1997 access 

complaint was dismissed, the Commission, as part of a global settlement, 

approved a minimal access charge reduction ($5 million per year) and stated that 

it was the intention of the Commission to continue to reduce intrastate access 

charges to interstate levels.69 Despite this minimal reduction, no significant 

evaluation of intrastate access charges was undertaken. Instead, the 

Commission concluded that access charge issues should be addressed in a 

generic docket. The Commission also ordered Staff to open a docket on the 

related topic of imputation. While MCI opposes as an ineffective solution to high 

68 A.C.C. Decision No. 60596, January 14, 1998. 

A.C.C. Decision No. 63487, March 30, 2001 and Settlement Agreement, Attachment A, Section 3(d), 
wherein it states in pertinent part that: An exception includes Intrastate Switched Access Services which 
are to be reduced by $5 million per year for the duration of the initial term of the Plan, with further 
reductions in Intrastate Switched Access Service rates taking place during any subsequent term of the 
Price Cap Plan with the objective of obtaining parity with interstate switched access rates. 
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intrastate switched access rates7’, absent pricing intrastate switched access near 

economic cost, imputation has become a regulatory tool. The imputation 

investigation mandated in Decision No. 63487 has never been conducted. 

The access charge issue was raised again at the September 19, 2003 

Open Meeting at which a grant of Qwest’s 271 application was recommended to 

the FCC. Chairman Spitzer, after listening to price squeeze concerns, requested 

an expedited investigation of access charges?’ As a result, the previously 

suspended access charge investigation (Docket No. T-00000D-00-0672) was 

reactivated. 

Thus, despite MCl’s (and other interexchange carriers’) repeated attempts 

to have the Commission address switched access charge issues, no 

comprehensive, significant access charge case has been conducted in Arizona. 

Despite the Commissioner’s direction in Decision 60596 that access charges be 

evaluated as part of any request by Qwest to enter the long distance market, 

Qwest was granted such entry without such an investigation. 

Q. This Commission has for years heard claims by interexchange carriers 
such as MCI that reform of the system of intrastate access charges in 
Arizona is necessary. Why is it necessary to address the issue now? 

A. Twenty years after the breakup of the Bell System, the telecommunications 

industry is changing at a light-speed pace. The stand-alone long distance and 

stand-alone local consumer markets are eroding as the industry sees rate 

70 See, page 40 beginning with section entitled Imputation Tests Not Sufficient to Prevent Price Squeeze 
Behavior. 

71 See, Transcript from Special Open Meeting held on September 19, 2003, in Docket No. T-00000A-97- 
0238, at page 97, lines 23-25, page 98, lines 12-25. 
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compression, and increasing substitution of wireless phones, Instant Messaging, 

pre-paid calling cards and e-mai1.72 That erosion will continue to result in less 

switched access revenues for traditional carriers such as Qwest, other incumbent 

local exchange carriers (“ILECs”) and competitive local exchange carriers 

(“CLECs”). The erosion will also result in reduced contribution by interexchange 

carriers (“IXCs”) to the Arizona Universal Service Fund because IXC 

contributions are based upon retail intrastate toll revenues.73 

In addition, consumers are increasingly looking for bundles of services, 

not just local and long distance, but local, long distance, wireless, broadband, 

entertainment and more. The convergence of voice and data, the rapid 

introduction of applications that use Internet protocol (or otherwise use the 

Internet) to transmit streaming audio and video that now enable two-way voice 

communications over the Internet (so-called “Voice over Internet Protocol” or 

“VolP), as well as the potential for WiMAX and Broadband over Power Lines 

(“BPL”) are rapidly contributing to the decline of the “traditional” voice market. As 

72 For example, by the end of 1999, the volume of e-mails in this country surpassed the pieces of mail 
handled by the U.S. Postal Service. See “Messaging Online,” February 4, 2000, 
http://www.sims.berkely,edu/reasearch/projects~ow-much-info/internet/emaildetails.html. At the same 
time, it was estimated that the number of e-mail accounts in the U.S. reached 225 million, a number 
exceeding the number of end user telephone lines reported by the FCC or 189 million. See “Newsbytes,” 
April 5, 200, http://www.computeruser.com/clickit/printout/news/329839560002041920.html. 

73 AUSF Rule R 14-2-1204(b)(2) which provides that: “Category 2 - Providers of intrastate toll service, or 
other service providers as permitted under R14-2-1204(9)(3), shall be considered providers of Category 2 
service and shall be assessed AUSF charges as follows: 

a. One-half of the AUSF funding requirement will be collected through Category 2 
service providers. The Category 2 AUSF assessment will be based on total Arizona 
intrastate toll revenue, and assessed as a percent of revenue. The percent of revenue 
assessment to be in place during a given year will be calculated by the Administrator 
using the annual Arizona intrastate revenue for all Category 2 service providers for the 
previous year. 
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a result of these technological and industry trends, traditional wireline carriers are 

now facing retail competition, as described by Qwest, not just among themselves 

and from wireless carriers74, but from non-traditional carriers, such as cable 

companie~~~,  VolP providers76, and soon even voice applications offered by other 

providers such as lSPs and through BPL. The emergence of new, nontraditional 

carriers necessitates fundamental changes in state retail regulation. 

Convergence and the proliferation of broadband services are ushering in a 

new era in communications, in which traditional carriers and nontraditional voice 

application providers compete for customers (both consumer and business). The 

lines between local and long distance, and intrastate and interstate jurisdiction, 

are becoming blurred and are of little or no significance in the marketplace, as 

evidenced by the FCC’s recent decision in the Vonage order addressing VolP 

released November 12, 2004.n Regulated carriers compete head-to-head with 

unregulated carriers for the same customers. These competitive forces from 

non-regulated providers give policy makers no choice but to rethink how the 

industry is and should be regulated. 

74 Direct Testimony of David L. Teitzel, filed in these proceedings, pages 56 - 62. 

75 Direct Testimony of David L. Teitzel, filed in these proceedings, pages 10 - 20. 

76 Direct Testimony of David L. Teitzel, filed in these proceedings, pages 62 - 68. 

77 See footnote 37, supra. 
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Recommendation and Conclusion 

Q. In the previous sections of your testimony you have described various 
unavoidable forces affecting the choices available to consumers, the ability 
of customers to obtain services from “non-traditional” providers, and the 
impact of Qwest’s ability to compete in the retail provision of long distance 
services and impose a price squeeze on its interexchange carrier 
competitors. Taking all this into account, what is your recommendation to 
this Com m ission? 

This Commission should reduce Qwest’s switched access rates to the same 

levels as reciprocal compensation which, as discussed earlier, would eliminate 

the unreasonable discrimination both between wireless providers and lXCs such 

as MCI and between Qwest and IXCs. The functions of switched access and 

traffic transport and termination are exactly the same, and the reciprocal 

compensation rates established by this Commission are based on Qwest-specific 

cost studies and are thus fully compensatory. 

A. 

The outcome I am recommending is consistent with Commissioner 

Mundell’s October 15, 2004 letter and the responses of Chairman Spitzer and 

Commission Hatch-Miller, who agreed that “communications” is a broader market 

in which many traditional and nontraditional players participate. Regulation 

imposed on traditional carriers -- while non-traditional carriers are virtually 

unregulated (and immune from state regulation as a “public utility”) - affects 

various providers asymmetrically, providing either artificial advantages or 

disadvantages in the retail marketplace. 

It is clearly appropriate to remove the underbrush of traditional state retail 

regulations where such regulations no longer are necessary - both for Qwest as 

well as other wireline service providers. It would not be consistent with the spirit 
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of deregulation for the Commission to permit Qwest to escape the “burdens” of 

regulation without also requiring that Qwest no longer be permitted to enjoy the 

“benefits” of regulation -- benefits designed for an era that no longer exists by 

Qwest’s own admission. Rather, for regulatory purposes, all competitors should 

face what participants in competitive markets generally face - the risks 

associated with market success or failure, without the prospect of benefiting from 

any regulatory guarantees of revenues. Real deregulation means that 

companies seeking to compete openly in the marketplace should be free of 

regulatory constraints as well as regulatory  protection^.^^ 

The Commission needs to act now in this current access charge 

proceeding, opened over four years ago, to consider an issue with a long history 

of neglect. It should immediately eliminate the Qwest’s admittedly non-cost 

based common carrier line charges for originating and terminating traffic and 

reduce the other access charge elements to approximate the forward-looking 

economic cost. The Commission must begin here to rationalize and harmonize 

all intercarrier compensation schemes within its jurisdiction and eliminate the 

inequities and competitive market distortions they now cause. 

Q. 

A. Yes, at this time. 

Does this conclude your testimony? 

78 Although it may not be possible for the Commission to accomplish it in this proceeding, the 
Commission expeditiously should seek to eliminate unnecessary regulations imposed on traditional 
wireline providers such as interexchange carriers. For example, the Commission should consider 
detariffing all retail offerings and eliminating service quality and other reporting requirements. 
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DON PRICE 
ACADEMIC AND PROFESSIONAL QUALIFICATIONS, AND 

TESTIMONY PRESENTED BEFORE 
REGULATORY AGENCl ES 

Academic Backsround: 

My academic background is in the social sciences. I received my Bachelor of Arts 

degree in Sociology from the University of Texas at Arlington May of 1977 and was 

awarded a Master of Arts degree in Sociology by the University of Texas at Arlington in 

1978. 

Professional Qualifications: 

From January 1979 until October, 1983, I was employed by the Southwest telephone 

operating company of GTE where I held several positions of increasing responsibility in 

Economic Planning. In those positions I became quite familiar with such local exchange 

telephone company functions as the workings and design of the local exchange network 

(including both switching and outside plant), the network planning process, the operation of 

a business office, and the design and operation of large billing systems. 

From November 1983 until October 1986, I was employed by the Public Utility 

Commission of Texas. I provided analysis and expert testimony on a variety of policy and 

rate setting issues. In 1986 I was promoted to Manager of Rates and Tariffs, and was 

directly responsible for staff analyses of rate design and tariff policy issues in all 

telecommunications proceedings before the PUC. I 
I have been with MCI for eighteen years, during which time my primary functions 

have focused entirely on public policy issues relating to competition in telecommunications 

markets. Beginning with MCl’s acquisition of Western Union Access Transmission 

Services in 1993, my responsibilities have involved policy issues pertaining to local 

competition. I have been involved with contract negotiations for interconnection 

agreements both before and subsequent to passage of the 1996 Telecommunications Act, 

and have presented testimony on the company’s policy positions in numerous state 
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arbitrations. In my present position I have broad responsibilities in developing, 

coordinating, and communicating MCl’s public policy positions. Those responsibilities 

require that I work closely with MCl’s regulatory and government affairs teams, as well as 

with marketing and sales forces, departments involved in network architecture, planning, 

and operations, and other departments involved in every aspect of the Company’s 

business operations. 

I have appeared as a panelist before various professional and trade associations 

and public seminars during my professional career, including the Texas Society of CPAs, 

the University of Texas Department of Electrical and Computer Engineering 

Telecommunications Conference, the Alabama Telephone Association, the Arkansas 

Telephone Association, and the National Association of Regulatory Utility Attorneys. 

I have testified before a number of commissions, including the Federal 

Communications Commission, the Arizona Corporation Commission, the Public Service 

Commission of Arkansas, the California Public Utilities Commission, the Public Service 

Commission of Florida, the Georgia Public Service Commission, the Illinois Commerce 

Commission, the Kansas Corporation Commission, the Public Service Commission of 

Kentucky, the Louisiana Public Service Commission, the Minnesota Public Utilities 

Commission, the Missouri Public Service Commission, the Public Utilities Commission of 

Nevada, the North Carolina Utilities Commission, the Public Utilities Commission of Ohio, 

the Corporation Commission of the State of Oklahoma, the Public Utility Commission of 

Oregon, the Public Service Commission of South Carolina, the Tennessee Regulatory 

Authority, the Public Utility Commission of Texas, and the Washington Utilities and 

Transportation Commission. A list of those proceedings in which I have furnished 

testimony is provided below. 
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Testimony Presen .a 

- FCC 

CC Docket No. 00-4: In the Matter of Application by SBC Communications, Inc., 
Southwestern Bell Telephone Company, and Southwestern Bell Communications 
Services, Inc. d/b/a Southwestern Bell Long Distance for Provision of In-Region, 
InterLATA Services in Texas 

Arkansas 

Docket No. 91-051-U: IN RE IMPLEMENTATION OF TITLE IV OF THE AMERICANS 
WITH DISABILITIES ACT OF 1990 

Docket No. 92-079-R: IN THE MATTER OF A PROCEEDING FOR THE DEVELOPMENT 
OF RULES AND POLICIES CONCERNING OPERATOR SERVICE PROVIDERS 

Arizona 

Docket No. T-00000A-97-238: IN THE MATTER OF U S WEST COMMUNICATIONS, 
INC.'S COMPLIANCE WITH SECTION 271 OF THE TELECOMMUNICATIONS 
ACT OF 1996 

Docket No. T-00000D-00-0672: IN THE MATTER OF INVESTIGATION OF THE COST 
OF TELECOMMUNICATIONS ACCESS 

Calif or nia 

APPLICATION 01 -01 -01 0: APPLICATION BY PACIFIC BELL TELEPHONE COMPANY 
(U 1001 C) FOR ARBITRATION OF AN INTERCONNECTION AGREEMENT WITH 
MCIMETRO ACCESS TRANSMISSION SERVICES, L.L.C. (U 5253 C) PURSUANT 
TO SECTION 252(B) OF THE TELECOMMUNICATIONS ACT OF 1996 

RULEMAKING R.93-04-003, INVESTIGATION 1.93-04-002: ON THE COMMISSION'S 
OWN MOTION TO GOVERN OPEN ACCESS TO BOTTLENECK SERVICES AND 
ESTABLISH A FRAMEWORK FOR NETWORK ARCHITECTURE DEVELOPMENT 
OF DOMINANT CARRIER NETWORKS; INVESTIGATION ON THE 
COMMISSION'S OWN MOTION INTO OPEN ACCESS AND NETWORK 
ARCHITECTURE DEVELOPMENT OF DOMINANT CARRIER NETWORKS 
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Colorado 

Docket No. 02A-538T: IN THE MATTER OF THE JOINT APPLICATION FOR 
APPROVAL OF A PLAN TO RESTRUCTURE REGULATED INTRASTATE 
SWITCHED ACCESS RATES AND PETITION FOR A DECLARATORY ORDER 

Florida 

Docket No. 941272-TL: IN RE: SOUTHERN BELL TELEPHONE AND TELEGRAPH 
COMPANY'S PETITION FOR APPROVAL OF NUMBERING PLAN AREA RELIEF 
FOR 305 AREA CODE 

Docket No.950696-TP: IN RE: DETERMINATION OF FUNDING FOR UNIVERSAL 
SERVICE AND CARRIER OF LAST RESORT RESPONSIBILITIES. 

Docket No. 950737-TP: IN RE: INVESTIGATION INTO TEMPORARY LOCAL 
TELEPHONE NUMBER PORTABILITY SOLUTION TO IMPLEMENT 
COMPETITION IN LOCAL EXCHANGE TELEPHONE MARKETS. 

Docket No. 950984-TP: IN RE: RESOLUTION OF PETITION(S) TO ESTABLISH NON- 
DISCRIMINATORY RATES, TERMS, AND CONDITIONS FOR RESALE 
INVOLVING LOCAL EXCHANGE COMPANIES AND ALTERNATIVE LOCAL 
EXCHANGE COMPANIES PURSUANT TO SECTION 364.1 62, FLORIDA 
STATUTES. 

Docket No. 950985-TP: IN RE: RESOLUTION OF PETITION(S) TO ESTABLISH NON- 
DISCRIMINATORY RATES, TERMS, AND CONDITIONS FOR 
INTERCONNECTION INVOLVING LOCAL EXCHANGE COMPANIES AND 
ALTERNATIVE LOCAL EXCHANGE COMPANIES PURSUANT TO SECTION 
364.1 62, FLORIDA STATUTES. 

Docket No. 000649-TP: IN RE: PETITION OF MCIMETRO ACCESS TRANSMISSION 
SERVICES, LLC AND MCI WORLDCOM COMMUNICATIONS, INC. FOR 
ARBITRATION OF CERTAIN TERMS AND CONDITIONS OF PROPOSED 
AGREEMENT WITH BELLSOUTH TELECOMMUNICATIONS, INC. 
CONCERNING INTERCONNECTION AND RESALE UNDER THE 
TELECOMMUNICATIONS ACT OF 1996. 
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Georgia 

Docket No. 55484: IN RE: INVESTIGATION INTO THE FUNDING OF UNIVERSAL 
SERVICE. 

Docket No. 6537-U: IN THE MATTER OF: MCIMETRO PETITION TO ESTABLISH 
NONDISCRIMINATORY RATES, TERMS AND CONDITIONS FOR UNBUNDLING 
AND RESALE OF LOCAL LOOPS. 

Docket No. 11901-U: IN RE: PETITION OF MCIMETRO ACCESS TRANSMISSION 
SERVICES, LLC AND MCI WORLDCOM COMMUNICATIONS, INC. FOR 
ARBITRATION OF CERTAIN TERMS AND CONDITIONS OF PROPOSED 
AGREEMENT WITH BELLSOUTH TELECOMMUNICATIONS, INC. CONCERNING 
INTERCONNECTION AND RESALE UNDER THE TELECOMMUNICATIONS ACT 
OF 1996. 

Docket No. 04-0469: PETITION FOR ARBITRATION OF INTERCONNECTION RATES, 
TERMS AND CONDITIONS AND RELATED ARRANGEMENTS WITH ILLINOIS 
BELL TELEPHONE COMPANY PURSUANT TO SECTION 252(b) OF THE 
TELECOMMUNICATIONS ACT OF 1996. 

Kansas 

Docket No. 190,492-U: IN THE MATTER OF A GENERAL INVESTIGATION INTO 
COMPETITION WITHIN THE TELECOMMUNICATIONS INDUSTRY IN THE 
STATE OF KANSAS 

Docket No. 02-GIMT-678-GIT: IN THE MATTER OF A GENERAL INVESTIGATION INTO 
WINBACWRETENTION PROMOTIONS AND PRACTICES 
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Louisiana 

Docket No. U-17957: IN RE: INVESTIGATION OF OPERATING PRACTICES OF 
ALTERNATIVE OPERATOR SERVICES PROVIDERS TO INCLUDE RATES AND 
CHARGES. 

Docket No. U-19806: IN RE: PETITION OF AT&T COMMUNICATIONS OF THE SOUTH 
CENTRAL STATES, INC., FOR REDUCED REGULATION OF INTRASTATE 
OPE RAT1 ONS . 

Docket No. U-20237: IN RE: OBJECTIONS TO THE FILING OF REDUCED WATS 
SAVER SERVICE RATES, INTRALATA, STATE OF LOUISIANA. 

Docket No. U-20710: IN RE: GENERIC HEARING TO CLARIFY THE 
PRICING/IMPUTATION STANDARD SET FORTH IN COMMISSION ORDER NO. 

TO LEC COMPETITIVE TOLL OFFERINGS. 
U- 17949-N ON A PROSPECTIVE BASIS ONLY, AS THE STANDARD RELATES 

Docket No. U-20883: IN RE: THE DEVELOPMENT OF RULES AND REGULATIONS 
APPLICABLE TO THE ENTRY AND OPERATIONS OF, AND THE PROVIDING OF 
SERVICES BY, COMPETITIVE AND ALTERNATE ACCESS PROVIDERS IN THE 
LOCAL, INTRASTATE AND/OR INTEREXCHANGE TELECOMMUNICATIONS 
MARKET IN LOUISIANA. SUBDOCKET A: UNIVERSAL SERVICE. 

Docket No. U-25350: IN RE: PETITION OF MCIMETRO ACCESS TRANSMISSION 
SERVICES, LLC FOR ARBITRATION OF CERTAIN TERMS AND 
CONDITIONS OF PROPOSED AGREEMENT WITH BELLSOUTH 
TELECOMMUNICATIONS, INC. CONCERNING INTERCONNECTION AND 
RESALE UNDER THE TELECOMMUNICATIONS ACT OF 1996. 

Minnesota 

Docket No. P-421/CI-01-1371: IN THE MATTER OF A COMMISSION INVESTIGATION 
INTO QWEST'S COMPLIANCE WITH SECTION 271(c)(2)(B) OF THE 
TELECOMMUNICATIONS ACT OF 1996; CHECKLIST ITEMS 1,2,4,5,6,11,13, 
AND 14 

Case No. TO-87-42: IN THE MATTER OF SOUTHWESTERN BELL TELEPHONE 
COMPANY FILING ACCESS SERVICES TARIFF REVISIONS AND WIDE AREA 
TELECOMMUNICATIONS SERVICE (WATS) TARIFF, INDEX, 6'h REVISED 
SHEET, ORIGINAL SHEET 16.01. 
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Missouri (continued) 

Case No. TO-95-289, ET AL: IN THE MATTER OF AN INVESTIGATION INTO THE 
EXHAUSTION OF TELEPHONE NUMBERS IN THE 314 NUMBERING PLAN 
AREA. 

CASE NO. TC-2000-225, ET AL.: MCI WORLDCOM COMMUNICATIONS, INC., 
BROOKS FIBER COMMUNICATIONS OF MISSOURI, INC., BROADSPAN 
COMMUNICATIONS, INC., D/B/A PRIMARY NETWORK COMMUNICATIONS, 
INC., COMPLAINANTS, VS. SOUTHWESTERN BELL TELEPHONE COMPANY, 
RESPONDENT. 

CASE NO. TO-2001-467: IN THE MATTER OF THE INVESTIGATION OF THE STATE 
OF COMPETITION IN THE EXCHANGES OF SOUTHWESTERN BELL 
TELEPHONE COMPANY. 

CASE No. TO-2002-222: PETITION OF MClmetro ACCESS TRANSMISSION 
SERVICES LLC, BROOKS FIBER COMMUNICATIONS OF MISSOURI, INC. AND 
MCI WORLDCOM COMMUNICATIONS, INC. FOR ARBITRATION OF AN 
INTERCONNECTION AGREEMENT WITH SOUTHWESTERN BELL TELEPHONE 
COMPANY UNDER THE TELECOMMUNICATIONS ACT OF 1996 

CASE Nos. TT-2002-472 and TT-2002-473: IN THE MATTER OF SOUTHWESTERN 
BELL TELEPHONE COMPANY'S TARIFF FILING TO INITIATE RESIDENTIAL 
CUSTOMER WINBACK PROMOTION; AND IN THE MATTER OF 
SOUTHWESTERN BELLTELEPHONE COMPANY'S TARIFF FILING TO EXTEND 
BUSINESS CUSTOMER WINBACK PROMOTIONS 

Nevada 

CASE NO. 01-12047: IN RE: APPLICATION OF CENTRAL TELEPHONE COMPANY - 
NEVADA d/b/a SPRINT OF NEVADA TO CONTINUE PARTICIPATION IN THE 
PLAN OF ALTERNATIVE REGULATION, INCLUDING A REQUEST TO 
INCREASE PRICES 

DOCKET NO. 01-12047: IN RE APPLICATION OF CENTRAL TELEPHONE 
COMPANY - NEVADA D/B/A SPRINT OF NEVADA TO CONTINUE 
PARTICIPATION IN THE PLAN OF ALTERNATIVE REGULATION, INCLUDING 
A REQUEST TO INCREASE PRICES. 

North Carolina 

Docket No. P-100, SUB 119: IN THE MATTER OF: ASSIGNMENT OF N l l  DIALING 
CODES. 
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North Carolina (continued) 

Docket No. P-141, SUB 29: IN THE MATTER OF: PETITION OF MCI 
TELECOMMUNICATIONS CORPORATION FOR ARBITRATION OF 
INTERCONNECTION WITH BELLSOUTH TELECOMMUNICATIONS, INC. 

Docket No. P-474, SUB 10: IN RE: PETITION OF MCIMETRO ACCESS TRANSMISSION 
SERVICES, LLC FOR ARBITRATION OF CERTAIN TERMS AND CONDITIONS 
OF PROPOSED AGREEMENT WITH BELLSOUTH TELECOMMUNICATIONS, 
INC. CONCERNING INTERCONNECTION AND RESALE UNDER THE 
TELECOMMUNICATIONS ACT OF 1996. 

0 hio - 
Docket No. 01-1319-TP-ARB: IN THE MATTER OF MCIMETRO ACCESS 

TRANSMISSION SERVICES, LLC PETITION FOR ARBITRATION PURSUANT TO 
SECTION 252(b) OF THE TELECOMMUNICATIONS ACT OF 1996 TO 
ESTABLISH AN INTERCONNECTION AGREEMENT WITH AMERITECH OHIO. 

0 kla homa 

Consolidated Dockets PUD NO. 000237: IN THE MATTER OF THE APPLICATION OF 
SOUTHWESTERN BELLTELEPHONE COMPANY FOR AN ORDER APPROVING 
PROPOSED CHANGES AND ADDITIONS IN APPLICANTS WIDE AREA 
TELECOMMUNICATIONS SERVICE PLAN TARIFF; and, 

PUD NO. 000254: IN THE MATTER OFTHE APPLICATION OF SOUTHWESTERN BELL 
TELEPHONE COMPANY FOR AN ORDER APPROVING PROPOSED ADDITIONS 
AND CHANGES IN APPLICANTS ACCESS SERVICE TARIFF AND WIDE AREA 
TELECOMMUNICATIONS SERVICE PLAN TARIFF 

Consolidated Dockets PUD N0.920001335: IN THE MATTER OF THE APPLICATION OF 
THE OKLAHOMA RURAL TELEPHONE COALITION, GTE SOUTHWEST, INC., 
ALLTEL OKLAHOMA, INC., AND OKLAHOMA ALLTEL, INC. FOR AN ORDER 
ADOPTING THE OKLAHOMA ALTERNATIVE SETTLEMENT PLAN; and 

PUD N0.920001213: IN THE MATTER OF THE APPLICATION OF SOUTHWESTERN 
BELLTELEPHONE COMPANY FOR AN ORDER IMPLEMENIING TERMINATING 
ACCESS CHARGES IN LIEU OF INTRALATA TOLL AND SURCHARGE POOLS; 
and 

PUD N0.940000051: IN RE: INQUIRY OF THE OKLAHOMA CORPORATION 
COMMISSION REGARDING WHETHER THE INTRALATA TOLL POOL AND 
SURCHARGE POOL SHOULD CONTINUE TO EXIST IN THE STATE OF 
OKLAHOMA 
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Oreqon 

Docket UN 1038: IN THE MATTER OF AN INVESTIGATION INTO ISSUES RELATED 
TO THE COMMISSION POLICY OF POSTING SERVICE QUALITY REPORTS TO 
ITS WEBSITE, PURSUANT TO ORS 756.510 

South Carolina 

Docket No. 92-60642 IN RE: N11 SERVICE CODES. 

Tennessee 

Docket No.93-07799: IN RE: SHOW CAUSE PROCEEDING AGAINST CERTIFIED IXCS 
AND LECS TO PROVIDE TOLL FREE, COUNTY-WIDE CALLING. 

Docket No.93-08793: IN RE: APPLICATION OF MCI METRO ACCESS TRANSMISSION 
SERVICES, INC. FOR AUTHORITY TO OFFER LOCAL EXCHANGE SERVICES 
WITHIN TENNESSEE. 

Docket No.94-00184: INQUIRY FOR TELECOMMUNICATIONS RULEMAKING 
REGARDING COMPETITION IN THE LOCAL EXCHANGE. 

Docket No.95-02499: UNIVERSAL SERVICE PROCEEDING, PART 1 - COST OF 
UNIVERSAL SERVICE AND CURRENT SOURCES OF UNIVERSAL SERVICE 

MECHANISMS. 
SUPPORT, AND PART 2 - ALTERNATIVE UNIVERSAL SERVICE SUPPORT 

Docket No. 00-00309: PETITION OF MCIMETRO ACCESS SERVICES, LLC AND 
BROOKS FIBER COMMUNICATIONS OF TENNESSEE, INC. FOR ARBITRATION 
UNDER THE TELECOMMUNICATIONS ACT OF 1996 

Texas 

Docket 4992: APPLICATION OF GENERAL TELEPHONE COMPANY OF THE 
i SOUTHWEST FOR A RATElTARlFF REVISION. 

Docket 5113: PETITION OF PUBLIC UTILITY COMMISSION FOR AN INQUIRY 
CONCERNING THE EFFECTS OFTHE MODIFIED FINAL JUDGMENT ANDTHE 
ACCESS CHARGE ORDER UPON SW BELL AND THE INDEPENDENT 
TELEPHONE COMPANIES OF TEXAS (Phase 11). 
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Texas (continued) 

Docket 5610: APPLICATION OF GENERAL TELEPHONE COMPANY OF THE 
SOUTHWEST FOR A RATE INCREASE. 

Docket 5800: APPLICATION OF AT&T COMMUNICATIONS FOR AUTHORITY TO 
IMPLEMENT "REACH OUT TEXAS." 

Docket 5898; APPLICATION OF SAN ANGELO FOR REMOVAL OF THE EXTENDED 
AREA SERVICE CHARGE FROM GENERAL TELEPHONE COMPANY OF THE 
SOUTHWEST'S RATES IN SAN ANGELO, TEXAS. 

Docket 5926: APPLICATION OF SOUTHWESTERN BELL TELEPHONE COMPANY TO 
ESTABLISH FEATURE GROUP "E" (FGE) ACCESS SERVICE FOR RADIO AND 
CELLULAR COMMON CARRIERS. 

Docket 5954: INQUIRY OF THE PUBLIC UTILITY COMMISSION OF TEXAS INTO 
OFFERING EXTENDED AREA SERVICE IN THE CITY OF ROCKWALL. 

Docket 6095: APPLICATION OF AT&T COMMUNICATION FOR A RATE INCREASE. 

Docket 6200: PETITION OF SOUTHWESTERN BELL TELEPHONE COMPANY FOR 
AUTHORITY TO CHANGE RATES. 

Docket 6264: PETITION OF THE GENERAL COUNSEL FOR INITIATION OF AN 
EVIDENTIARY PROCEEDING TO ESTABLISH TELECOMMUNICATIONS 
SUBMARKETS. 

Docket 6501 : APPLICATION OF VALLEY VIEW TELEPHONE COMPANY FOR AN 
AMENDMENT TO CERTIFICATE OF CONVENIENCE AND NECESSITY. 

Docket 6635: APPLICATION OF MUSTANG TELEPHONE COMPANY FOR AUTHORITY 
TO CHANGE RATES. 

Docket 6740: APPLICATION OF SOUTHWEST TEXAS TELEPHONE COMPANY FOR 
RATE INCREASE. 

Docket 6935: APPLICATION OF SOUTHWESTERN BELL TELEPHONE COMPANY TO 
INTRODUCE MICROLINK II- PACKET SWITCHING DIGITAL SERVICE. 

Docket 8730: INQUIRY OF THE GENERAL COUNSEL INTO THE MEET-POINT BILLING 
PRACTICES OF GTE SOUTHWEST, INC. 

Docket 8218: INQUIRY OF THE GENERAL COUNSEL INTO THE WATS PRORATE 
CREDIT. 
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Texas (continued) 

Docket 8585: INQUIRY OF THE GENERAL COUNSEL INTO THE REASONABLENESS 
OF THE RATES AND SERVICES OF SOUTHWESTERN BELL TELEPHONE 
COMPANY. 

Docket 101 27: APPLICATION OF SOUTHWESTERN BELL TELEPHONE COMPANY TO 
REVISE SECTION 2 OF ITS INTRASTATE ACCESS SERVICE TARIFF. 

Docket 11441: PETITIONS OF INFODIAL, INC., AND OTHERS FOR ASSIGNMENT OF 
ABBREVIATED N11 DIALING CODES. 

Docket 1 1840: JOINT PETITION OF SOUTHWESTERN BELL TELEPHONE COMPANY 
AND GTE SOUTHWEST, INC. TO PROVIDE EXTENDED AREA SERVICE TO 
CERTAIN COMMUNITIES IN THE LOWER RIO GRANDE VALLEY. 

Docket 14447: PETITION OF MCI TELECOMMUNICATIONS CORPORATION FOR AN 
INVESTIGATION OF THE PRACTICES OF SOUTHWESTERN BELL TELEPHONE 
COMPANY REGARDING THE EXHAUSTION OF TELEPHONE NUMBERS IN THE 
214 NUMBERING PLAN AREA AND REQUEST FOR A CEASE AND DESIST 
ORDER AGAINST SOUTHWESTERN BELL TELEPHONE COMPANY. 

Dockets 14940 and 14943: APPLICATION OF SOUTHWESTERN BELL TELEPHONE 
COMPANY FOR INTERIM NUMBER PORTABILITY PURSUANT TO 53.455 OF 
THE PUBLIC UTILITY REGULATORY ACT; AND APPLICATION OF GTE 
SOUTHWEST, INC. AND CONTEL OF TEXAS, INC. FOR INTERIM NUMBER 
PORTABILITY PURSUANT TO 53.455 OF THE PUBLIC UTILITY REGULATORY 
ACT. 

Docket 16251 : INVESTIGATION OF SOUTHWESTERN BELL TELEPHONE COMPANY'S 
ENTRY INTO THE INTERLATA TELECOMMUNICATIONS MARKET. 

Docket 16285: PETITION OF MCI TELECOMMUNICATIONS CORPORATION AND ITS 
AFFILIATE MCIMETRO ACCESS TRANSMISSION SERVICES, INC. FOR 
ARBITRATION AND REQUEST FOR MEDIATION UNDER THE FEDERAL 
TELECOMMUNICATIONS ACT OF 1996. 

Docket 181 17: COMPLAINT OF MCI TELECOMMUNICATIONS CORPORATION AND 
MCIMETRO ACCESS TRANSMISSION SERVICE, INC. AGAINST SWBT FOR 
VIOLATION OF COMMISSION ORDER IN DOCKET NOS. 16285 AND 17587 
REGARDING PROVISIONING OF UNBUNDLED DEDICATED TRANSPORT. 

Docket 19075: PETITION OF MCI TELECOMMUNICATIONS CORPORATION FOR 
ARBITRATION OF DIRECTORY ASSISTANCE LISTINGS ISSUES UNDER 
FEDERAL TELECOMMUNICATIONS ACT OF 1996. 
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Texas (cont i n uedl 

Docket 21 706: COMPLAINT OF MFS COMMUNICATIONS COMPANY, INC. AGAINST 
GTE SOUTHWEST, INCORPORATED REGARDING GTE’S NONPAYMENT OF 
RECIPROCAL COMPENSATION 

Docket 21 791 : PETITION OF SOUTHWESTERN BELL TELEPHONE COMPANY FOR 
ARBITRATION WITH MCI WORLDCOM COMMUNICATIONS, INC. PURSUANT 
TO SECTION 252(B)(1) OF THE FEDERAL TELECOMMUNICATIONS ACT OF 
1996. 

Docket 21 982: PROCEEDING TO EXAMINE RECIPROCAL COMPENSATION 
PURSUANT TO SECTION 252 OF THE FEDERAL TELECOMMUNICATIONS ACT 
OF 1996. 

Dockets 221 68/22469: PETITION OF IP COMMUNICATIONS CORPORATION TO 
ESTABLISH EXPEDITED PUBLIC UTILITY COMMISSION OF TEXAS 
OVERSIGHT CONCERNING LINE SHARING ISSUES; COMPLAINT OF COVAD 
COMMUNICATIONS COMPANY AND RHYTHMS LINKS, INC. AGAINST 
SOUTHWESTERN BELLTELEPHONE COMPANY AND GTE SOUTHWEST INC. 

ARBITRATION UNDER THE TELECOMMUNICATIONS ACT OF 1996 

FOR LINE SHARING 

FOR POST-INTERCONNECTION AGREEMENT DISPUTE RESOLUTION AND 

REGARDING RATES, TERMS, CONDITIONS AND RELATED ARRANGEMENTS 

Docket 24542: PETITION OF MCIMETRO ACCESS TRANSMISSION SERVICES LLC 
FOR ARBITRATION OF AN INTERCONNECTION AGREEMENT WITH 
SOUTHWESTERN BELL TELEPHONE COMPANY UNDER THE 
TELECOMMUNICATIONS ACT OF 1996 

DOCKET 28821 ARBITRATION OF NON-COSTING ISSUES FOR SUCCESSOR 
INTERCONNECTION AGREEMENTS TO THE TEXAS 271 AGREEMENT 

Washington 

Docket No. UT-003022: IN THE MATTER OF THE INVESTIGATION INTO U S WEST 
COMMUNICATIONS, INC.’S COMPLIANCE WITH SECTION 271 OF THE 
TELECOMMUNICATIONS ACT OF 1996 

DOCKET NO. UT-003013, Part D: IN THE MATTER OF THE CONTINUED COSTING 
AND PRICING OF UNBUNDLED NETWORK ELEMENTS, TRANSPORT, AND 
TERM I N AT1 0 N 
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Wireless Gaining At the Expense Of Wire-Line Service 

By Antone Gonsalves, Internetweek 
Nov 10,2004 (3:30 PM) 
URL: http.llwww 1nternetweek.com/story/showArticle.jht1nl?a~iclelD=52600678 

An increasing number of people are using their cellular phones for long-distance calls, giving them one more reason to dump 
their wire-line telephone service. 

An annual survey of U.S. households on the use of communications services has found that cellular phone users today are 
making 60 percent of their long-distance calls on their handsets, market researcher The Yankee Group said Wednesday. That 
number has been increasing steadily year over year, with 35 percent in 2002 and 43 percent in 2003. 

"We're seeing long distance as a standalone industry disappearing," Yankee analyst Kate Griffin said 

Wireless carriers offering unlimited plans, which include long distance, is a key driver behind the trend, Griffin said. As a result, 
consumers are given one more reason to use their wired home phones less. 

"People are using more and more minutes year over year, and as they use their cellular phones more, their replacing 
traditional land lines," Griffin said. 

So far, only about 3.5 percent of U.S. households have opted to dump their traditional phone service, a move that's mostly 
prevalent among young adults and singles. Among the reasons for still having a home phone is for a data line to the computer 
and having one number to reach the family. 

To prevent the replacement of wire-line phones by cellular phones, however, carriers will have to offer both services as a 
bundle, and begin integrating the services. Carriers, for example, could eventually offer one telephone number, access to 
email and voice mail and free calling to the home number by a cellular phone. 

"You want to begin to connect wireless and wire-line usage, so there is a consumer perception of value (in having both)," 
Griffin said. 

Bundling of services is certainly a plus among many consumers, the annual Yankee survey of about 2,100 households found. 
The percentage of households interested in having a single provider for all their communications need has risen steadily from 
38 percent in 2002 to 49 percent this year. 

This is good news for telephone carriers and cable operators, which have been selling packages that include high-speed 
Internet connections, telephone service and TV programming at a price that's less than if the consumer bought each product 
separately. The idea is to provide so many services that the customer will find it too difficult to switch to a competitor. 

"One way to build loyalty is to tie the products together and then build connections between the products," Griffin said. 

Consumers who have bought their wire-line telephone service and their high-speed Internet connection in a package from a 
single carrier are as much as 40 percent less likely to leave than the average US.  household, The Yankee Group found. 

. Home _ _  I Breaking News I E:Business I Agjlication Develop_m_ellf 

Security I Open Source I All Stories 
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-- 
Kristin L. Smith 
Senlor Attomy 

September 28,2004 

VIA OVERNIGHT MAIL 

Docket Office, Room 2001 
California Public Utilities Commission 
505 Van Ness Avenue 
San Francisco, CA 94102 

RE: Comments on Reopening of Phase I, Order Instituting Rulemaking to Review 
Policies Concerning Zntrastate Currier Access Charges, Phase 1, R.03-08-018. 

To Whom It May Concern: 

Enclosed for filing with the Commission are the original and six (6) copies of the 
Comments on the Reopening of Phase I submitted by Qwest Communications Corporation in the 
above-captioned matter before the California Public Utilities Commission. Please also retun the 
file-stamped copy in the enclosed self-addressed, stamped envelope. 

Please also do not hesitate to contact me with any questions or concerns. Thank you in 
advance for your assistance in this matter, 

Respectfully submitted, 

Kristin L. Smith 
Attorney for Qwesf Communications Corporation 

cc: Active Party List, R.03-08-018 (By Email and U.S. Mail) 



BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA 

I 

Order Instituting Rulemaking to Review Policies 
Concerning Inirastate Carrier Access Charge 

Rulemaking 03-08-018 
(Filed August 21,2003) 

PHASE I 

COMMENTS OF QWEST COMMUNICATIONS CORPORATION (U-5335-T) 
ON THE REOPENING OF PHASE I 

Kristin L. Smith 
Senior Attorney 
1801 California Street, 10* Floor 
Denver, CO 80202 
303.383.6614 
Fax: 303.896.9994 
e-mail: kristin.smith@awest.com 

On behalf of Qwest Communications Corporation 

DATED: September 28,2004 
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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA 

Order Instituting Rulemaking to Review Policies 
Concerning Intrastate Carrier Access Charge 

Rulemaking 03-08-018 
(Filed August 21,2003) 

PHASE I 

~ 

COMMENTS ON DRAFT DECISION 
OF QWEST COMMUNICATIONS CORPORATION (U-5335-T) 

Qwest Communications Corporation (“Qwest”) (U-5335-T) submits its comments in 

response to the Adminisiralive Law Judge’s Ruling Reopening Phase I and Seeking Additional 

Comments (“AW Ruling”) in the above-captioned proceeding before the California Public 

Utilities Commission (“Commission”).’ Specifically, the AW Ruling seeks comment on the 

effect of the intercarrier compensation proposals submitted to the Federal Communications 

Commission (“FCC’) and of potential effects of changes in the long distance markets. 
- 

Along with many other parties in this proceeding, Qwest recognized in its Comments on 

the Draft Decision that concluding Phase I is “considerably overdue”. Continued delay in this 

proceeding only serves to prolong the benefits to consumers, which inevitably result from access 

charge reform. For this reason, Qwest is compelled to point out that awaiting resolution of the 

intercarrier compensation issues at the federal level, or issues to be considered in Phase II cannot 

justify refusing to proceed with the necessary reform of California carriers’ intrastate access 

charges for the first time in ten years. 

I. PROPOSALS AT THE FEDERAL LEVEL SHOULD EXPEDITE ACCESS 
CHARGE REDUCTIONS IN CALIFORNIA, NOT DELAY SUCH REFORM. 

Specifically, the ALJ seeks comment on whether the proposals made by the Intercher  

Compensation Forum (“ICF’) and others to the FCC justify continuing to delay this proceeding. 

I 
~ 

i 
Order Insrifuring Rulemaking to Review Policies Concerning lnrrastare Carrier Access Charge, 

Rulemaking 03-08-01 8, Administrative Law Judge’s Ruling Reopening Phase I and Seeking Additional Comments 
(September 20,2004)(“ AW Ruling”). 

1 

I. .__- 



.. _. - __ .. .. ... . . - . . . . . ___ .. 

The answer is an unequjvocal “no”. As Qwest explained repeatedly throughout this proceeding, 

waiting to reduce intrastate access rates will only result in a significantly greater rate impact on 

California consumers, not to mention the detrimental impact on competing lECs continuing to 

pay excessive intrastate access rates. 

While the ICF proposal plan is the closest to an industry consensus of all of the plans, it 

is not a final disposition of all of the issues facing the FCC with intercarrier compensation. The 

entire plan has not yet been filed with the FCC, but the scope of reform is larger than switched 

access, and contemplates changes to all intercamer compensation. Dealing with all of these 

issues at the FCC will undoubtedly be a lengthy process. Simply put, the ICF proposal is a 

radical departure from the current stmcture of intercarrier compensation, requiring a national 

shift in traffic routing and compensation mechanisms. This radical departure raises many issues, 

but the most pertinent to this proceeding is the question of state preemption. 

However, the likelihood of state preemption is always predicated upon whether the states 

. have demonstrated their ability to maintain appropriate regulatory structures. In the past ten 

years, the Commission has failed to examine California intrastate access charges. Qwest, 

therefore, strongly recommends that the Commission take notice of the FCCs proceeding, and 

promptly proceed with intrastate access charge reform pursuant to its authority under state law. 

11. THE COMMISSION’S FAILURE TO FINISH THIS PHASE IN A TIMELY 
MANNER HAS PREJUDICED THE MARKET TOWARDS OTHER 
TECHNOLOGIES. 

The AW Ruling also delays resolution of Phase I under the guise of questioning whether 

the increased share in the long distance markets by the local exchange carriers (“LECs”) along 

with other changes in the industry might result in various “windfalls” jf not appropriately taken 

into consideration with rate rebalancing. The only windfall currently impacting the market is 

2 
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that which arises from the Commission’s refusal to proceed with the necessary intrastate access 

charge reform in California. 

For instance, the AW Ruling raises concerns about the changes in the market associated 

with the recent announcement by AT&T Communications of California, Inc. (“ATLET”) that “it 

will no longer market long distance services to residential customers.” The Com~ssion’s  

concerns about the impact of this announcement on appropriate intrastate access charge reform 

could not be more misguided. AT&T replacing its traditional long distance offerings with VoIP 

services, first and foremost, evidences the need for the Commission to ,reduce intrastate access 

charges. Qwesi has warned the Commission repeatedly throughout this proceeding that 

Commission action must be competitively-neutral, and should not favor any service or 

technology over another by allowing for confusing pricing anomalies? As tjme passes, it has 

become clear that the Commission’s inaction is having the most negative effect on the 

marketplace by favoring VoIP over traditional long distance service. 

Alternatively, the AW Ruling incorrectly reopens Phase I to seek comments on two of the 

three issues to be addressed in Phase n. First, the AW Ruling sets forth that: 

The implication of these corporate relatjonships for our inquiry here is that reducing 
access charges and permitting the LEC to make corresponding increases to other rates 
would provide a windfall to the LEC’s family of companies if the long distance affiliate 
is not compelled to make corresponding rate  reduction^.^ 

However, the Commission has already decided to address “how should the Commission redesign 

LEC rates?” and “what rates should be increased and by how much?” in Phase 11.4 There is no 

question that to answer these questions the Commjssjon must factor in the extent to which any 

See Qwest Comments; Qwest Reply Comments; Qwest Comments on Draft Decision. 

AW Ruling at 3.  

Order Instituting Rulemaking at 8-10. 
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windfall may or may not exist for the LECs because of changes in the marketplace.’ Then the 

AW Ruling goes on to explain that: 

Indeed, where the Commission permits LEC rate rebalancing, long distance carriers that 
are not LEC affiliates may receive a windfall if the long distance company does not . 
reduce rates to reflect its lower costs of access.’ 

The Commission also already scheduled this issue to be addressed in Phase II. Specifically, the 

Commission asked “should the Commission require the E C s  to pass through those costs 

reductions to their customers?” and “[i]f so, how should that be accomplished?“ Thus, this 

concern is also already set to be addressed in Phase 11. 

. 

There is no question that the Commission needs to advance this proceeding. If the 

Commission wants to deal with the’Phase I1 issues in Phase I instead of a subsequent phase, then 

Qwesr urgcs the Commission to address all issues from Phase I1 in Phase I. Of course, this 

means including in Phase I the only remaining outstanding, but most important issue-the 

reduction of the LECs’ intrastate access charges. If the Commission insists on continuing with a 

separate, subsequent phase, then Qwest urges the Commission to close Phase I by issuing the 

Draft Decision with modifications suggested in Qwest’s Comments on that draft, and move to 

Phase I1 as previously determined by the Commission with an expedited schedule to be 

concluded by December 16,2004. 

AW Ruling at 3. 5 

4 
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CONCLUSION 

Accordingly, Qwest continues to urge b e  Commission to promptly proceed with - 

requiring revenue-neutral and competitively-neutral reductions in the intrastate switched access 
\ 

charges of all California LECs no later than December 16,2004. 

Respectfully submitted, 

DATED: September 28,2004 
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QWEST COMMUNICATIONS CORPORATION 

By: 

Kristin L. Smith 
Senior Attorney 
1801 California Street, IOth Floor 
Denver, CO 80202 
303.383.6614 
Fax: 303.896.9994 
e-mail: kristin.srnith@qwest.com 

Counsel for Qwest Communications Corporation 

mailto:kristin.srnith@qwest.com
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CERTIFICATE OF SERVICE 

I hereby certify that I have this day served a copy of the “Comments on 

Reopening of Phase I, Order Instituting Rulemaking to Review Policies Concerning . 

Intrastate Carrier Access Charges” in R.03-08-018 upon all parties of record .by 

electronic mail and W.S. Mail to their respective addresses as reflected on the 

Commission’s official service list in this docket. 

Dated this 27‘h day of September 2004, at Denver, Colorado. 

-gal Assistant for Qwest Communications 
Corporation 
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Introduction and Background 

Q. Please state your name. 

A. 

Q. 

My name is Don Price. 

Are you the same Don Price who previously filed direct testimony in this 

proceed in g ? 

A. Yes. 

Purpose of Testimony 

Q. 

A. 

What is the purpose of your reply testimony? 

In this testimony, I reply to the recommendations of Staff witness Regan and 

RUCO witness Johnson to explain why - even though MCI does not disagree 

with certain of their key conclusions - MCI disagrees with the manner by which 

both witnesses reach those conclusions. Importantly, the effect of both 

witnesses’ testimony is to urge this Commission to take a ‘business as usual” 

approach to regulating Qwest’s rates, notwithstanding the numerous 

fundamental changes affecting state retail regulation in the 21 st Century. 

Moreover, Qwest witness Mclntyre also urges the Commission to delay 

any significant reduction in Qwest access rates unless the Commission 

implements a revenue neutral solution even though he acknowledges that 

intrastate switched access are set well above cost and Qwest interstate rates. 

For the reasons staled in my direct testimony, Mr. Mclntyre’s proposal simply 

demonstrates Qwest‘s belief that in a competitive market it is entitled to revenue 

neutrality in order for the Commission to reduce its switched access rates, and 

should be rejected as I have testified earlier. His effort to distinguish Qwest’s 

1 
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Communications Corporation’s advocacy to expedite switched access rate 

reductions in California while seeking to delay in such reductions in Arizona only 

demonstrates Qwest last ditch efforts to preserve its excessive revenue stream 

in Arizona. As discussed at length in my direct testimony, this proceeding 

provides a perfect vehicle for the Commission to take a fresh and realistic look at 

its regulatory philosophy and adjust regulation to the level that will best serve the 

people of Arizona in increasing information and communications investment and 

innovation. The trends leading to convergence’ clearly indicate that 

telecommunications can no longer be thought of as a traditional “utility service” 

that should be subject to state regulation. And one of the foremost and urgent 

challenges for this Commission is in the area of intercarrier compensation, and 

specifically, intrastate switched access rates. The current intercarrier 

compensation mechanism - a hydra of different rates for different “types” of 

traffic that relies on outmoded concepts of jurisdiction - is both nonsensical and 

unsustainable. And this proceeding represents an obvious and logical 

mechanism by which the Commission affirmatively can act to eliminate the 

unreasonably discriminatory pricing scheme for intrastate switched access. 

As I stated in my direct testimony, MCI respectfully urges the Commission 

to reduce Qwest’s Arizona intrastate switched access charges to levels 

approximating economic cost but, requiring Qwest’s intrastate switched access 

rates to mirror its interstate switched access rates should be the absolute 

minimum required of Qwest as an outcome of the instant proceeding. 

’ T h e s e  t rends a r e  most  apparent  in t h e  a r e a s  of technology, communications law, a n d  retail markets for 
information and  communications services, as discussed in my direct testimony a t  pp. 6 - 25. 
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Summary of Arquments 

Q. 

A. 

Would you please summarize your reply testimony? 

Yes. Initially, I describe the fundamental difference between the approach taken 

by Staff witness Regan and RUCO witness Johnson and that urged in my direct 

testimony on behalf of MCI. Then, I expand on that description to highlight the 

dangers associated with the cost allocation that is central to the approach urged 

by Staff witness Regan aml RUCO witness Johnson. Third, I explain why MCl’s 

recommendation -- by permitting the Commission to exercise its authority in a 

straightforward manner consistent with the technological, legal, and market 

transformations that are occurring in information and communications services - 

would resolve a significant problem in terms of wholesale pricing while avoiding 

the dangers raised by the outdated approach taken by the Staff and RUCO. 

Q. What is the fundamental difference between MCl’s approach and that 
espoused by Regan on behalf of the Staff and Johnson on behalf of RUCO? 

A. Importantly, MCI agrees with the conclusions of Staff witness Regan and RUCO 

witness Johnson - specifically, that Qwest does not need universal service 

support under the formula set out in R14-2-1202. As I demonstrated in my direct 

testimony, under any plausible calculation, the benchmark rates for basic local 

exchange service more than cover the cost of providing that service even if 100 

percent of the loop and port costs are allocated to basic local exchange service. 

But MCI respectfully disagrees with the manner in which Staff witness Regan 

and RUCO witness Johnson reaches their conclusions. 
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Mr. Regan’s recommendation that access rates be reduced slightly 

appears to be based on traditional, rate-of-return regulatory principles. For 

example, in describing his “overall analysis” of Qwest’s request to draw funds 

from the Arizona USF, Mr. Regan references Qwest‘s “total intrastate costs,” a 

concept that is the essence of traditional rate -of-return regulation.2 Dr. Johnson’s 

recommendations are made in h e  context of the limited price cap regime for 

Qwest previously adopted by the Commission, but his recommendation that 

access charges not be reduced in this proceeding implicitly relies on general 

principles of traditional regulation. 

Stripped of its “TSLRIC” rhetoric, the effect of these recommendations is 

to propose a traditional “top down” ratemaking process through which Qwest is 

allowed to recover “needed” revenue through high intrastate switched access 

rates, which is then used effectively to subsidize what Qwest wrongly claims are 

low basic service rates.3 The staff does so through the guise of a loop cost 

allocation scheme that is never properly justified either on economic or sound 

policy grounds. For his part, Mr. Regan’s recommendation of a 25% reduction in 

Qwest’s intrastate switched access rates4 is predicated on an arithmetic 

calculation that mixes apples and oranges. As to Dr. Johnson’s testimony that 

there is no “pressing need to greatly reduce” Qwest‘s intrastate switched access 

Regan direct at 3. 

See, e.g., testimony of Dr. Johnson at 2, lines 18 - 22, and 46, lines 8 - 12. In Mr. Regan’s testimony 
at 10 - 11, wherein he cites the FCC’s Access Charge Reform Order, the passage clearly references the 
FCC’s separations rules that are based on accounting rather than economic principles and are the basis 
for traditional, rateof-return regulation by the states. Also, see infra at footnote IO. 

Regan at 4, lines 14 - 15, and at 35, line 22 through 37, line 21 

4 



rates,5 his conclusion appears to be based on a concern that reductions in 

switched access rates would be accompanied by rate increases for local service 

or other services. When one recognizes that a problem exists - as this 

Commission has done as regards Qwest‘s intrastate switched access rates -- 

taking no action as recommended by Dr. Johnson can hardly be seen as a step 

1 

2 

3 

4 

5 

6 toward resolving the problem. 

7 
8 
9 

10 
11 

Q. What are MCl’s concerns with the 
Mr. Regan? 

approach espoused by Dr. Johnson and 

A. Their recommendations in essence ask the wrong questions and thus cannot 

resolve the problems properly before this 12 

13 

lead to answers that address and 

Commission. As will be shown, traditional “top down” ratemaking principles that 

14 were developed decades ago in an environment of exclusive monopoly service 

15 franchises are no longer suited to the tasks facing regulators. Because 

16 technology, the law, and the markets have changed so dramatically over the 

17 recent past, the Commission’s focus must shift away from determining the level 

18 of revenues to which Qwest is entitled. It should instead examine a relatively few 

19 set of issues regarding conditions in the wholesale arena. It should no longer be 

20 the Commission’s job to assure that Qwest obtains the revenues it “needs” to 

operate with a profit in Arizona.‘ Instead, Qwest should be left to compete in the 21 

I 22 marketplace, as should all other communications providers. This approach is 

Johnson at 191, line 31, 

As discussed more fully below, even when Qwest operated only in monopoly markets, regulators had 
an extremely difficult time answering questions regarding the utility’s corporate structure and how to 
apportion certain expenses to, e.g., Arizona versus Colorado. In the vastly more complex circumstances 
that exist today, those allocation and other questions that were once merely difficult are now virtually 
impossible to answer. 
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also appropriate in light of Qwest’s constant refrain about the substantial 

increase in competition that it encounters. When faced with any proposal to 

regulate, the Commission should first assure itself that the intended benefits of 

such regulation outweigh the costs inherent in regulation. As the various markets 

that the Commission has traditionally regulated sMt from monopoly to more 

competitive markets, the Commission needs to proceed with a “first do no harm” 

principal firmly in focus. 

Q. You stated above that there are dangers inherent in the cost allocation 
methodologies discussed by Dr. Johnson and Mr. Fbgan. What do you 
mean by that? 

A. The principal vehicle the Staff and RUCO use to engage in their top down 

analysis is their use of loop “cost allocations.” Specifically, Mr. Regan discusses 

at pp. 16 through 21 his recommendation that the Commission ‘hllocate” the 

costs of the local loop to various services, including the intrastate switched 

access rates paid by traditional lXCs such as MCI. The act of subscribing to 

Qwest’s phone service permits the customer to use Qwest‘s facilities in a variety 

of ways. The facilities may be used to call other persons within the local calling 

area, or in another part of Arizona, or across the world. Those facilities may also 

be used by the customer (in conjunction with a computer) to reach an Information 

Services Provider (ISP) on a diaCup basis and thereby view art works in great 

museums, send and receive email, communicate in real time using instant 

messaging, or even utilize voice communications capabilities of nontraditional 

providers such as Skype. These examples highlight a significant shortcoming in 

Mr. Regan’s recommendation, because there is no fair way for the Commission 
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to “allocate” the cost of the Qwest facilities - and particularly, the local loop - 

among the various possible uses. 

As MCI demonstrated in its initial comments, there is no need to engage in 

this allocation. The reason for this is that, even if a//  loop and port costs are 

allocated to local service, the benchmark rates still more than adequately 

compensate Qwest, as required by R14-2-1202. Because the principles that 

govern the loop allocation proposed by the Staff and RUCO are not adequately 

explained, the loop allocation exercise becomes a vehicle to engage in traditional 

“top down” utility regulation -- starting with a figure of revenue that is supposedly 

“needed,” and then allowing it to be collected essentially on an arbitrary basis 

through certain services. 

To the extent Staffs and RUCO’s allocation recommendations are guided 

by any principle, however, the principle is faulty. That principle easily can be 

summarized - namely, that residential customers ultimately do not pay those 

costs that are “allocated” to other services. It is misleading to frame the issue, as 

Mr. Regan does, as an issue of cost allocation, because what is really at stake is 

the question of how Qwest recovers the costs of operating and maintaining its 

loop plant used to serve customers in Arizona. Although in some instances such 

costs are not paid directly by the consumer, they are by necessity paid either 

directly, in other instances, or indirectly by consumers. For example, the 

amounts paid to Qwest by a small business customer represent simply another 

component of that business’ operating costs that must be recovered through the 
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prices that consumers pay for the business’ goods or ser~ ices .~  As to residential 

users, if the cost recovery is shifted elsewhere, it only means that some 

customers are paying a disproportionate share while others get the equivalent of 

a “free ride.” While there was a policy rationale for transferring cost recovery 

among services when Qwest provided solely regulated services under the 

Commission’s jurisdiction, in the conditions of today, such efforts cannot be 

justified and can only distort the choices made by consumers. By asking the 

question of how to “allocate” certain costs, Mr. Regan’s testimony simply sweeps 

under the proverbial rug the very real fact that consumers ultimately do pay. 

As to the dangers inherent in the Staff and RUCO approaches, they 

involve the oost of significant regulation versus the minimal public benefits. As 

discussed at length in my direct testimony, emerging competitive pressures in the 

retail communications marketplace make it clear that currently the benefits of 

continued retail rate regulation are outweighed by the potential costs. With the 

retail picture changing so quickly, presently the Commission should refrain from 

further retail regulation and instead simply monitor retail practices to assure that 

Qwest (or other providers with market power) do not take advantage of their 

remaining market power by improperly raising rates or restricting output. That is, 

the primary danger of continuing to applying traditional, topdown regulatory tools 

is to engage in a regulatory exercise, the cost of which far outweighs the public 

benefit . 

Qwest’s local service rates certainly are not the only communications cost paid by a small business. To 
the contrary, other services such as toll, data lines (e.g., DSL), voice mail and so on also make up a 
portion of its communications bill, and all of that cost must be recovered for the business to be a going 
concern. 
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The traditional, top-down, rate case approach as recommended by the 

Staff and RUCO not only asks the wrong questions, it leads to a host of 

needlessly complex and intractable problems, as I discuss in detail below. 

Further, such an approach unnecessarily places the Commission squarely in the 

role of micromanaging an increasingly competitive retail marketplace. In other 

words, unless the Commission has full confidence that its decisions are superior 

to the collective decisions made by consumers in the retail marketplace, it should 

forbear from engaging in such micro-management. 

How does the approach recommended by MCI achieve the correct public 
policy result and avoid the dangers you have described? 

In contrast with my criticisms of Staff and RUCO, the approach MCI recommends 

is straightforward. That approach is a bottoms-up, focused, problem-solving 

approach that provides the Commission with the tools to correct pricing 

anomalies as to wholesale inputs used by other services providers where 

existing prices distort the operation of retail markets. It relies on readily available 

(and relatively noncontroversial) analytical tools such as bottoms-up, economic 

cost analyses (e.g., TSLRIC) with which the Commission is already familiar. 

Also, because MCl’s approach does not attempt to quantify the level of revenues 

to which Qwest is entitled, it avoids the ambiguities and needlessly complex 

analyses required by outmoded “top down” approaches. MCl’s approach further 

does not encourage the Commission to attempt micromanagement of retail 

markets where consumers are increasingly able to “vote with their feet” among 

various service providers. Finally, MCl’s recommendation squarely deals with 

the fact that a// costs ultimately are paid by consumers, and by addressing that 
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question directly, avoids the need for “allocations” that have no principled or 

objective basis. 

Instead of the traditional top-down retail regulation, the Commission 

should focus its regulatory efforts on two matters. First, the Commission urgently 

needs to assure access to those specific communications inputs necessary to 

assure a vibrant wholesale market, which will in turn promote more retail 

competition. * Second, the Commission needs to undertake immediate and real 

intercarrier compensation reform, so that the marketplace, and not irrational and 

discriminatory regulatory categories, determines which services at what prices 

through what modalities consumers can obtain. 

MCl’s approach accomplishes several important public policy objectives. 

First, the approach supports MCl’s recommendation to lower Qwest‘s intrastate 

switched access rates to levels approximating their economic cost (TSLRIC). 

This recommendation allows the Commission to correct the current situation 

where traditional interexchange carriers (IXCs) such as MCI are subjected to 

unreasonably discriminatory wholesale rates relative to other providers of 

comparable services such as Qwest and wireless carriers. By focusing on 

specific wholesale “problem areas” the Commission can impact the operation of 

retail markets without the need to micromanage retail rates. MCl’s approach 

further provides support for the position that residential local service rates should 

remain at affordable levels. By using bottoms up, economic cost analyses, MCI 

demonstrates that Qwest‘s existing residential rates are well above Qwest‘s 

As the Commission is aware, the FCC recently decided certain questions regarding access to certain 
wholesale inputs (UNEs) in a manner unfavorable to retail competition for residential subscribers. 
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relevant costs and that there is no legitimate public policy (or economic) basis on 

which Qwest could request an increase in those rates. For all these reasons, the 

Commission justifiably can grant MCl’s requested relief on the basis of objective 

evidence. With regard to the argument that any such reductions must be offset 

with local service increases as feared by RUCO and suggested by Qwest with its 

AUSF proposal, there is a principled basis for the Commission to reject that 

9 Traditional Top-Down Ratemaking Principles 

10 
11 Q. 
12 
13 
14 A. 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

You have used the phrase “traditional top-down ratemaking principles.” 
Would you explain what is meant by that phrase? 

By that, I mean the historic tools used by state regulators to set prices for the 

various services in the utility’s tariffs, typically in the context of a rate case 

proceeding, Those tools had been crafted over a number of decades, as 

demonstrated by some of the case law cited in Dr. Johnson’s testimony going 

back more than 75 years. Step one in traditional top-down ratemaking was the 

determination of the utility’s “revenue requirement.” The regulator established 

the utility’s “revenue requirement” as the sum of its reasonably incurred operating 

expenses plus return on its “rate base” - that is the prudent capital investment in 

plant and equipment necessary to provide utility service.’ 

The process of establishing the utility’s revenue requirement was one that 

typically required literally weeks of hearings and the testimony of numerous 

I will use the generic term “utility” here, although my discussion is most applicable to the Bell Operating 
With few exceptions, such as the former GTE operating companies, the small local Companies. 

exchange carriers were never subject to heavy regulation by either the states or the FCC. 
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accounting and financial experts. Also, it is important to recall that the utility’s 

accounting books and records, maintained in accordance with the FCC’s Part 32 

Uniform System of Accounts (“USOA) rules, formed the basis for each of the 

myriad components that were used to construct the revenue requirement. 

Further complicating the regulators’ task was the fact that both expenses 

and investments were apportioned between jurisdictions. That is, the FCC’s Part 

36 Separations rules” governed the many mathematical gyrations necessary to 

determine that portion of each Part 32 account that was subject to the State’s 

purview versus that portion assigned to the interstate jurisdiction. Importantly, it 

should be noted that the Separations rules, as well as the USOA rules, were 

developed when regulated facilities were used solely for the provision of 

monopoly utility services. Although there were problem areas requiring the 

regulator to make arbitrary allocations of expenses or investment, those 

problems were limited to allocations of cost responsibility between regulated 

services.” 

Central to this testimony is that the situation facing the Commission today 

is fundamentally different than in the past. In recognition of these changed 

lo The complete title for Part 36 of the FCC’s rules is “Jurisdictional Separations Procedures; Standard 
Procedures for Separating Telecommunications Property Costs, Revenues, Expenses, Taxes and 
Reserves for Telecommunications Companies.” 

In the 1980% as part of its decision to allow utilities to integrate certain unregulated services into their 
regulated operations, the FCC adopted detailed accounting rules for utilities to use in apportioning costs 
between regulated and unregulated operations. Those accounting rules, implemented through what is 
referred to as a “Cost Allocation Manual,” were virtually impossible for regulators to effectively audit, and 
thus were incapable of enforcement. 
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circumstances, the FCC and the courts have begun to refer to the historic 

accounting and separations rules as part of the “old regime.” l2 

Q. Please continue you discussion of “traditional top-down ratemaking 
principles.” 

A. Once the regulator had held hearings and made the numerous decisions 

required to establish the utility’s revenue requirement, a separate phase of the 

proceeding was undertaken to set rates. This phase was referred to as the rate 

design phase. Key for our purposes is that the sole objective of this phase of the 

process was to develop a set of rates that, in total, would yield annual revenues 

at the level of the revenue requirement the regulator had established. In other 

words, the sum of the rates times the number of units must equal the revenue 

requirement. If the level of revenues was greater, the utility could be said to be 

“over earning,” and if that level was less, the utility would likely seek additional 

revenue relief in the form of higher rates. 

In this latter phase of the proceeding, the utility, other parties, and the 

regulatory staff typically presented competing proposals as to which rates should 

be lowered and which should be increased. If the setting of the utility’s revenue 

requirement was a battle over the size of the pie, the rate design portion of a rate 

proceeding was a battle over how to divide that pie into component parts, i.e., the 

various services provided by the utility. 

Because it was unusual for the utility to furnish economic (TSLRIC) cost 

studies demonstrating the cost to furnish basic local service, one may well 

’* See, e.g., TX OPUC vs. FCC at z. “By recommending replacing the historical cost system with a 
forward-looking “most efficient” cost model, the Joint Board must have considered that the jurisdictional 
separations rules no longer would apply in the same way.” 
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Q. 

A. 

wonder how, in the absence of economic cost analyses of basic local service, the 

rates for such services were set. The answer is that regulators typically set local 

service prices using what was termed “residual pricing.” First, the prices for all 

other services were set at levels intended to meet as much of the Revenue 

Requirement as possible. The impact on local service rates was then 

determined by quantifying the incremental increase that, when added to the 

revenues generated from all other services’, would “sum” to the total revenue 

requirement. Another way of describing this process would be to say that local 

service rates were the “swing” after the regulator had raised and/or lowered the 

rates for other services. 

Traditional top-down ratemaking principles can thus be described as a two 

phase process. In the first phase, the regulator waded through mountains of 

accounting data to arrive at the “revenue requirement. In the second phase, the 

regulator decided which service rates to raise and which to lower, but under the 

constraint that the sum of all services rates times the number of units must equal 

the revenue requirement determined in the first phase. 

How was the concept of the utility’s recovery of “overhead” costs handled 
under “traditional top-down ratemaking principles?” 

Quite simply, the regulator was put in the role of making determinations as to 

how much “overhead” the utility could recover. Applied under today’s conditions, 

that approach can be quite harmful to consumers of communications services. 

By that, I mean that the philosophy of a regulated entity is one of “cost plus.” An 

entity that historically has not been subject to the rigors of a competitive 

14 



1 marketplace conceives of its costs as a given, and the rates that it charges then 

2 must be adjusted to conform to its costs. 

3 Conversely, companies who operate in competitive markets recognize a 

4 completely different philosophy, because the market - rather than a regulator -- 

5 establishes the prices they are permitted to charge. Thus, the variable is the 

6 company’s cost structure rather than its rates. 

7 This difference in philosophies is of critical importance to this proceeding. 

8 If the Commission adopts the recommendations of Mr. Regan, it will in essence 

9 have “blessed” Qwest’s cost structure, shielding its costs from the rigors of a 

10 market in which the market price is the great “regulator.” That is why my 

11 testimony cautions the Commission against taking steps that put it in the position 

12 of micro-managing markets that are becoming more competitive. Such steps 

13 would send the wrong signals to the market and to consumers of 

14 communications services in Arizona. 

15 
16 The “Tradition” Begins to Fade 

17 
18 Q. Are the types of rate setting proceedings you have described still 
19 common? 
20 
21 A. No. For decades, traditional top-down ratemaking was perceived by the utilities 

22 as a “protection” against downside financial risk. That is, the utility always had 

23 the option of demonstrating to the regulator that its costs had increased and ’ 

24 (hopefully) obtaining higher rates. Beginning in the 1980s, however, the Bell 

25 companies began to experience declining costs as also discussed extensively by 

26 Dr. Johnson, and what had previously beenseen as a protection now became a 
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liability. That is, with lower costs, the utility faced the unhappy prospect of being 

required to lower rates. 

Faced with this prospect, the regulated utilities began urging variations on 

the traditional top-down principles, and thus began a trend where commissions 

and legislatures adopted various types of “alternative regulation” plans in place of 

traditional rate case proceedings. This trend spread very quickly, and very few 

traditional rate cases have been prosecuted in the past 15 years. The 

“alternative regulation” plans that were adopted varied somewhat from state to 

state, but m s t  plans were based on the concept of ‘kapping” rates for certain 

services as a means of protecting consumers. Another common feature was a 

grant of pricing flexibility for services within service categories, or “baskets,” 

where the services were deemed to be subject to some competition. h =me 

instances, the plans included provisions allowing consumers to share in a 

predetermined portion of “excess earnings.“ Importantly, even though there were 

minor variations across the states’ alternative regulation plans, the common 

element was that at least some of the utility’s earnings were shielded from 

regulatory oversight. 

The utilities aggressively advocated for adoption of such plans before their 

respective regulatory agencies or legislatures. Because the utilities were able to 

forecast their expense, investment, and revenue trends, it is inconceivable they 

would have supported a move away from the protections of regulation without 

knowledge that costs were declining to the point where existing revenues would 

be deemed “excessive.” Their support for such plans signaled the utilities’ 

abandonment of the “protections” of traditional regulation. From the perspective 
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of the regulator, the perceived benefit of these plans was that the regulator was 

no longer required to engage in the rigorous, complex and time consuming tasks 

required of traditional ratemaking to protect consumers. From the utility’s 

perspective, it was able to avoid the expense of traditional rate cases and enjoy 

the prospect of increased earnings with no down-side constraints - in other 

words, a “have one’s cake and eat it, too” form of regulation. 

Setting a Revenue Requirement Today is Impossible 

Q. Would it be possible for a state regulator today to utilize the traditional 
ratemaking tools you described above? 

A. No. The toothpaste is out of the proverbial tube, and there’s no getting it back in. 

I hinted above at one of the key reasons why setting a revenue requirement 

given today’s conditions is simply impossible. Recall that he Bell Operating 

Companies’, including Qwest’s, historic operations were limited almost 

exclusively to monopoly services. At the time of divestiture in 1984, the consent 

decree contained strict line of business restrictions precluding Qwest and the 

other Bell Companies from engaging in businesses other than their historic 

monopoly operations. l3 

From the standpoint of traditional top-down ratemaking, the elimination of 

the line of business restrictions profoundly complicates the task of accounting for 

“regulated” expenses. Utility personnel whose job functions were once limited to 

“regulated” services are now performing a combination of functions that are not 

easily sorted out. The problems created can easily be seen with a simple 

l 3  Price direct at 16. 
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example, At the most fundamental level, consider a craft employee who is 

involved with hooking up telephone services at residential premises. If that craft 

employee also turns up Qwest ChoiceTM TV, the question of how to allocate that 

employee’s time between the regulated utility and the unregulated cable TV 

operations becomes quite difficult. Does the Commission require that each such 

employee track his or her time in some type of self-reporting system? How does 

the Commission deal with questions about incentives to misreport time under 

such a plan? How would the Commission attempt to audit the reported results of 

even one employee, much less the self reports of hundreds or thousands of 

employees? And even assuming away all of these questions, how would the 

Commission apportion the numerous support costs - the buildings, furniture and 

fixtures - that Qwest uses in providing both regulated and unregulated offerings? 

These simple questions demonstrate why it would be impossible for the 

Commission today to make the kinds of determinations it made historically so as 

to determine the expenses associated with Qwest’s “regulated” operations in 

Arizona. In the past, the types of issues raised in these examples existed only in 

extremely rare instances. Today, if the Commission sought to apply traditional 

ratemaking principles, these questions only hint at the intractable problems the 

Commission would face. And it is for these reasons that it would be impossible 

for the Commission to reach a determination of the Qwest operating expenses 

that are “reasonably incurred” in providing individual utility services. 

Q. Do these difficulties exist only as to the expense component? 
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A. Not at all. The same problems exist in valuing the utility’s “rate base.” The 

earlier example of Qwest ChoiceTMTV is directly relevant to this issue, because 

Qwest utilizes the same loop facilities to offer both the regulated telephone 

service and the unregulated TV offering, as well as several other services. In 

such a situation, how can the Commission have any confidence in the accuracy 

of what it considers the “regulated” costs of the local As noted above, the 

real issue before the Commission is not cost allocation, but cost recovery. 

Q. How does this issue relate to your concerns with the loop allocation 
discussions of Dr. Johnson and Mr. Regan? 

A. A critical failure in their analyses is that neither of these witnesses acknowledges 

Qwest’s use of the loop to provide a variety of both regulated and unregulated 

offerings. The danger inherent in their recommendations is that they lead the 

Commission into a regulatory “dead end.” By ignoring the fact that Qwest 

actually uses its network to provide both regulated and unregulated offerings, 

they assume the allocation issues of loop costs can be resolved among services 

regulated by this Commission. In so doing, they present a false promise: that 

the Commission can determine Qwest‘s “regulated” network investment. l5  In 

fact, such a determination is impossible. 

21 
~ - ~~ ~ 

l4 The Staff has recommended an adjustment to the “rate base” figure presented by Qwest to account 
for the fact that DSL is considered an interstate service. See, Direct Testimony of William Dunkel at 6 - 
13. Although I don’t disagree with the premise on which the recommendation is made, because it fails to 
address the question of regulated versus unregulated operations, it cannot resolve the numerous 
problems of applying historic ratemaking tools in today’s more complex environment. 

l5 Recall from the above discussion on traditional ratemaking principles that a key component of the 
utility’s revenue requirement is the regulated “rate base” cn which the “return” is calculated. Qwest’s use 
of network facilities to provide both regulated and unregulated services creates myriad opportunities for 
the utility to “game the system” by misallocating facilities to its “regulated” operations, and within the 
category of “regulated” operations to various regulated services, e.g., local, long distance and access. 
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Q. Are you claiming that Dr. Johnson’s and Mr. Regan’s discussions 
regarding loop allocations are incorrect? 

Their testimonies describe debates that did in fact take place in the rate design 

portion of rate cases across most, if not all, states. They are not incorrect as a 

matter of history. But the fact that such debates took place does not make those 

discussions relevant to this proceeding, and that fact provides no guidance as to 

how the Commission can resolve the issues of unreasonable discrimination 

between providers of substitutable services. 

A. 

At the outset of my testimony I stated that both Mr. Regan and Dr. 

Johnson “ask the wrong questions.” Given Qwest’s use of its loop plant to 

provide both regulated and unregulated offerings, those witnesses’ focus on 

allocating joint and common costs to various regulated services is unhelpful. And 

by stafng that there are dangers inherent in Dr. Johnson’s and Mr. Regan’s 

recommendations, I mean that they invite the Commission to walk into a morass 

from which there is no escape. As I will show in the following section, MCl’s 

recommendations present no such danger. 

The MCI Proposal is Straightforward 

Q. Please explain the basis for your argument that MCl’s recommendation 
does not risk the “dangers” that you associate with the recommendations 
of Dr. Johnson’s and Mr. Regan’s loop allocations? 

A. My discussion EI pages 8 through 12 regarding historic ratemaking principles 

described how all of the steps - the determination of the utility’s revenue 

requirement and the setting of rates to achieve that amount - were parts of a 

“whole cloth.” That is, step one required the Commission to determine the 
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amount of money to which Qwest was entitled (the revenue requirement). Then, 

step two involved making decisions as to how Qwest would recover that level of 

revenues (the rate design). 

Those two steps operated in conjunction with each other as necessary 

parts of the “old regime.” In that “old regime,” one of the Commission’s 

responsibilities was to assure Qwest an opportunity to earn a reasonable return 

on the prudent investments it needed to make to offer utility services in Arizona. 

Given the fundamental changes I described in my direct testimony, there are two 

serious flaws in attempting to utilize the traditional top-down tools in the current 

environment. One involves the question of the principle, and can be stated as 

whether fie Commission any longer has a responsibility to determine Quest’s 

revenue “needs.” The second flaw if a practical one because, for the reasons 

discussed above, it is simply not possible for the Commission to apply the 

traditional ratemaking tools of the “old regime.” 

Under MCl’s recommendations, there is no need for the Commission to 

even attempt to utilize the tools of the “old regime.” As noted above, MCI would 

have the Commission take a narrow, problem-solving approach focused on 

resolving wholesale pricing anomalies that distort the operation of retail markets. 

By removing itself from the role of determining Qwest‘s revenue “needs,” the 

Commission avoids the historic “balloon problem” theory. By that, I am referring 

to the traditional rate case concern that reductions in one service’s rates must be 

made up by rate increases to another service. 

Q. Please explain further MCl’s recommendation. 
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A. In this case, MCI has recommended that Qwest’s intrastate switched access 

rates be significantly reduced to avoid serious market distortions and 

unreasonable discrimination that arise out of the existing rate levels. But there 

should be no concern that the effect of MCl’s reduction would be to increase 

local rates, because the evidence presented by Qwest, as well as the analyses of 

Mr. Regan and Or. Johnson, and the discussion presented in my direct testimony 

all agree that Qwest’s existing rates cover the economic cost of providing basic 

residential local exchange service in Arizona. As noted above, the Commission 

can exercise its authority to resolve a problem, with the certainty that in so doing 

it does not create another one. 

To state this in terms of the “pie” analogy used earlier in my testimony, the 

Commission no longer needs to concern itself with the “size of the pie.” Setting 

aside that historic role permits the Commission to focus on the question of 

whether basic local service rates are sufficient. If those rates are in fact sufficient 

to cover the economic costs of providing the service, the Commission is free to 

turn its attention to a relatively narrow set of problem areas related to wholesale 

inputs on which other service providers must rely. By freeing itself of the need to 

worry about the “size of the pie,” the Commission can both eliminate the 

competitive harms that result from setting wholesale rates significantly above 

cost and at the same time assure itself that basic local service rate issues have 

been addressed. This is why I have stated that the approach recommended by 

MCI is straightforward. 

Q. Early in your testimony, you criticized part of Mr. Regan’s testimony as 
mixing apples and oranges. Can you explain your criticism in more detail? 
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Yes. In footnote 50 of his direct testimony, Mr. Regan states that in response to 

a discovery response, “Qwest provided what its intrastate switched access 

revenues would be if its switched access rates were set equal to (Le. at ”parity”) 

with Qwest‘s interstate switched access rates (not including the interstate EUCL 

charge).” Mr. Regan further stated that he ‘then calculated the interstate EUCL 

charge on a per-minute-of-use basis, by dividing the average monthly interstate 

EUCL rate by the total monthly interstate switched access minutes of use.” For 

the following reasons, I strongly disagree with the assumptions on which Mr. 

Regan based his “equivalent” rate calculation. 

First, it is an important principle that cost recovery be matched as closely 

as possible with the manner in which the costs are incurred. Mr. Regan violates 

that principle by analyzing a network component that has no usage 

characteristics on the basis of a usage based rate. The local loop is perhaps the 

best example of a class of facilities that is nontraffic sensitive - that is, the cost 

of the facilities do not vary by the amount of traffic they carry. On this point 

alone, Mr. Regan’s analysis fails. 

Second, Mr. Regan’s starting point was a revenue amount rather than a 

cost. Because the goal of Mr. Regan’s analysis was to shift cost recovery to 

another service, by starting with a revenue amount rather than Qwest’s loop cost, 

he has used a totally inappropriate starting point. Again, Mr. Regan’s analysis 

fails. 

Third, Mr. Regan’s discussion is predicated on the faulty premise that 

consumers are somehow better off if the costs of the services they use are 

23 



1 recovered via hidden and/or indirect ways rather than directly and explicitly. Mr. 

2 Regan offers to rationale as to why this is appropriate or reasonable. To the 

3 contrary, as discussed above, by shifting cost recovery in such an indirect and 

4 implicit way, the effect is to send precisely the wrong signals to the market and to 

5 consumers, who nevertheless ultimately pay the higher switched access rates 

6 embedded in other services. 

7 
8 Q. 
9 

10 recommendation of Mr. Regan? 
11 
12 A. 

You stated at page 7 of your testimony that consumers pay all costs. Can 
you describe how your recommendation in this regard differs from the 

Yes. The “apples and oranges” portion of Mr. Regan’s testimony appears to rest 

13 on the premise that end user customers somehow benefit if interexchange 

14 carriers’ switched access rates include an allocation of Qwest’s loop costs. Mr. 

15 Regan incorrectly presumes that this is an eitherlor question, that either lXCs 

16 pay these costs or end user customers will pay. The fallacy of Mr. Regan’s logic 

17 is obvious: lXCs recover the costs they incur to furnish toll services through the 

18 rates they charge to end user customers in Arizona. Furthermore, Mr. Regan’s 

19 wrong assumption would prevent the Commission from resolving the existing 

20 unreasonably discriminatory rate differential between traditional lXCs and 

21 wireless carriers. Because there is no basis for the “allocation” of costs that 

22 underlies Mr. Regan’s recommendation, and because his recommendation fails 

23 to achieve an important policy objective of eliminating unreasonable 

24 discrimination in existing rates, his recommendation should be summarily 

25 dismissed. 

26 
27 Q. Would please comment upon Qwest witness Mclntyre’s rebuttal testimony? 
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1 
2 A. Yes. Mr, Mclntyre states that Qwest’s intrastate switched access rates are 

3 artificially high.16 However, Mr. Mclntyre’s proposed remedy is to establish some 

4 form of cost recovery mechanism to maintain revenue neutrality for Qwest rather 

5 than setting cost-based intrastate switched access rates.17 He premises his 

6 proposal on the supposed fact that switched access rates must remain artificially 

7 high to support local service.” However, as has been demonstrated by me, Staff 

8 and RUCO, Qwest’s local rates recover 100 percent of the loop and port costs, 

9 as well as other direct costs on a statewide averaged basis. Therefore, as has 

10 been demonstrated by me, Staff and RUCO, Qwest’s local rates need no support 

I 1  mechanism whether or not the loop and port are totally allocated to local service. 

12 Accordingly, any excess revenue derived from intrastate switched access rates is 

13 supporting the costs of other services provides by Qwest, but not local service. 

14 In addition, while Mr. Mclntrye concedes that parity with interstate switched 

15 access is, itself, an appropriate goal, he nevertheless persists in his assertion 

16 that not even this goal should be adopted by the Commission at this time without 

17 shifting the switched access revenue stream to other products.lg However, to the 

18 extent the Commission agrees with Qwest‘s assertion, and is unwilling to let the 

19 market decide what revenues Qwest is entitled to receive, the Commission 

20 should only allow Qwest to look to Basket 3 services for such revenue recovery, 

21 not Basket 1 or 2 services, as Qwest agreed in the last pricing flexibility plan. 

l6 Mclntyre Rebuttal, dated December 20, 22004, at page 5, lines 12-16. 

Id. at page 5, lines 17-21. 

Id. at page 6, lines 10-14. 

Id. at page 8, lines 4-7. 
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11 

12 
13 Q. 
14 
15 A. 

Finally, even Mr. Mclntyre states that “under the right circumstances” Qwest has 

presented arguments in other situations supporting that FCC rates constitute a 

valid surrogate for free market rates. Unfortunately for MCI, other IXCs, and 

presumably, even Qwest Communications Corporation, the right circumstances 

never seem to arise in Arizona for Qwest or in any other in-region state. It has 

been nearly 5 years since the last pricing flexibility plan was approved, and this 

plan could presumably continue for 3 or more years based upon the last “3 year” 

pian. The right circumstance to Qwest is reduction only with a revenue neutral 

solution. No other telecommunications provider serving in Qwest’s service 

territory in Arizona, including MCI, is entitled to revenue neutrality. Qwest should 

not be entitled to such a remedy here either. 

Does this conclude your reply testimony? 

Yes, at this time. 
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INTRODUCTION AND BACKGROUND 

Q. 
I 

Please state your name, title, and qualifications. 

A. My name is Don Price. I am employed by MCI, Inc., the parent company of 

MCI’s Arizona-regulated subsidiaries (“MCI”), including MCImetro Access 

Transmission Services, LLC; MCI Communications Services, Inc., formerly 

known as MCI WorldCom Communications, Inc.; MCI Network Services, Inc., 

formerly known as MCI WorldCom Network Services, Inc.; Teleconnect Long 

Distance Services and Systems Company dba Telecom*USA; TTI National, Inc.; 

and Intermedia Communications, Inc., which is no longer providing regulated 

services in Arizona and which applied for cancellation of its intrastate certificates 

of convenience in January 2005 which application is still pending before this 

Commission. 

Are you the same Don Price who filed direct testimony in these proceedings 
on November 18,2004 on behalf of MCI? 

Q. 

A. Yes,Iam. 

THE SETTLEMENT AGREEMENT 

Q. Are you familiar with a Settlement Agreement filed in these dockets on or  
about August 22,2005? 

A. Yes,Iam. 

Q. Have you reviewed the Settlement Agreement? 

3 166471 5 .  I 



A. Yes, as well as Attachment A, the Price Cap Plan, Attachment C which contains 

both the current and proposed intrastate switched access rates resulting in an 

approximate $12 million permanent reduction in Qwest’s intrastate switched 

access rates, and Basket 4 relating to wholesale services provided by Qwest 

Corporation (“Qwest”) in particular. I am also generally familiar with the 

remaining attachments and baskets. However, because MCI was not significantly 

involved in the negotiations of matters addressed in the remaining attachments 

and baskets, I have not studied them and have no detailed knowledge about them 

or how they were derived by the other parties to the Settlement Agreement. 

MCI SUPPORTS THE SETTLEMENT AGREEMENT 

Q. Do the Arizona-regulated subsidiaries of MCI, Inc. support the Settlement 
Agreement and its attachments? 

A. Yes, they do. 

Q. Why do the Arizona-regulated subsidiaries of MCI, Inc. support the 
Settlement Agreement and its attachments? 

A. MCI has been an active participant in these proceedings and, primarily through its 

attorney, has been an active participant in the settlement negotiations that have 

occurred in these proceedings. The relief MCI sought in my direct testimony filed 

November 18, 2004 was for significant reductions in Qwest’s intrastate switched 

access rates. The Settlement Agreement provides for an immediate and 

permanent reduction to Qwest’s intrastate switched access rates of $12 million 

industry wide. While the amount of the reduction provided by the Settlement 

4 1664715 I 



Agreement is less than MCI requested, it is an appropriate compromise that results 

in meaningful intrastate switched access reductions. It also is a step in the right 

direction by addressing some of the concerns raised by the Arizona Corporation 

Commission (“Commission”) in the docket opened by the Commission relating to 

the Cost to Telecommunications Access, Docket No. T-00000D-00-0672. 

In addition, the overall Settlement Agreement and its attachments resolve 

all matters at issue among the signatories to the Settlement Agreement, thereby 

striking an appropriate balance among all of the issues raised in these proceedings 

that are pending before the Commission. MCI considers the Settlement 

Agreement and its attachments to be a fair and reasonable compromise that is in 

the public interest from its perspective. 

Obviously, the Settlement Agreement is a compromise of various positions 

taken by parties to these proceedings. Agreeing to such a compromise allows MCI 

to save the expenses that it would have incurred to blly litigate the matters raised 

in these proceedings. However, by entering into the Settlement Agreement, MCI 

is not waiving positions taken in my earlier-filed direct testimony and its 

agreement here is not precedential. 

Q. Do the Arizona-regulated subsidiaries of MCI, Inc. request the Commission 
approve the Settlement Agreement and its attachments? 

A. Yes, they do. 

Q. Does this conclude your testimony? 

A. Yes, at this time. 

5 I6647 15. I 
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p. 12, footnote 13: “Texas OPUC vs. FCC at -” should read “Texas Office of 

Public Utility Counsel v. Federal Communications Commission, 183 F.3d 393 at 417”; 

p. 21 , line 12: “if‘, should read “is”; 

p. 24, line 2: “to rationale” should read “no rationale”; and 

p. 25, line 13: “provides” should read “provided”. 
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1 A. IDENTIFICATION AND QUALIFICATION OF WITNESS 

2 Q. What is your name and business address? 

3 A. 

4 McKinney, Texas 75070. 

My name is F. Wayne Lafferty and my business address is 2940 Cedar Ridge Drive, 

5 

6 Q. By whom are you employed? 

7 A. 

8 

9 

I am a Director of the Barrington-Wellesley Group, a full service management consulting 

firm serving the telecommunications and public utility industries. 

10 Q. Mr. Lafferty, on whose behalf are you testifying in this proceeding? 

11 A. 

12 

13 

14 Q. 

15 A. 

16 

17 

18 

19 

20 

21 

22 

23 

24 

My testimony is presented on behalf of Cox Arizona Telcom, L.L.C., which is a 

facilities-based provider of local telecommunications services in Arizona. 

Please provide your background and experience. 

I have been employed in the telecommunications industry for over eighteen years. As a 

consultant I have provided advice and testimony on technical and public policy issues 

regarding competition, interconnection, access charges, universal service and incentive 

regulation matters facing the telecommunication industry. I have also assisted a start up 

company raising equity and performing due diligence on potential acquisitions. Before 

joining BWG, I was an independent consultant providing regulatory policy, technical, 

and strategic assistance to telecommunications firms. Prior to becoming a consultant, I 

was a member of the executive leadership team at Citizens Communications that was 

responsible for all regulatory and government affairs policies, programs and operations. 

My responsibilities included developing, supporting and implementing all state and 
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federal tariffs, cost studies, interconnection agreements and associated compliance 

activities for both Citizens’ competitive and incumbent operations in over twenty states. I 

also was the company’s chief policy witness before regulatory agencies and was involved 

in the development of the Telecommunications Act of 1996 (“1996 Act”). Prior to 

working for Citizens, I held a series of positions of increasing responsibility in the 

regulatory organization with several GTE Corporation affiliates (now part of Verizon 

Communications). I have provided testimony on public policy and technical issues in 

many states including Arizona as well as before the United States Congress. I am a 

graduate of Duke University with an undergraduate degree in economics and a masters 

degree in business administration. Exhibit FWL-1 contains a copy of my Curriculum 

Vitae. 

B. PURPOSE OF DIRECT TESTIMONY 

Q. 

A. 

Mr. Lafferty, what is the purpose of your Direct Testimony? 

My direct testimony provides the Arizona Corporation Commission (“Commission”) 

with Cox’s analysis, concerns and recommendations concerning Qwest Corporation’s 

(“Qwest”) proposed Renewed Price Regulation Plan (“Qwest’s Proposed Plan”) in 

Arizona. This testimony addresses many of the claims made by Qwest witnesses in their 

direct testimony in support of Qwest’s Proposed Plan. Specifically my testimony 

addresses issues related to: (i) the level of competition and Qwest’s market power in 

Arizona; (ii) Qwest’s competitive zone proposal; and (iii) Qwest’s Arizona Universal 

Service Fund (“AUSF”) proposal. At this time, Cox has not taken a position on the other 

proposals made by Qwest in this proceeding. However, given the inter-relationship of 

many of the issues in this proceeding, the resolution of some of the issues not currently 

being addressed by Cox might modify the recommendations made at this time. For 

example, Qwest has proposed an incrementa1 revenue requirement of $322M and 
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proposed this amount be recovered at least partially by a draw from the AUSF. As this 

proceeding moves forward and changes are made in the proposed revenue requirement, 

Cox’s proposals concerning the use of the AUSF could change. 

C. SUMMARY OF TESTIMONY 

Q. Please provide a summary of your Direct Testimony. 

A. Qwest has overstated the level of competition for telecommunications services in 

Arizona. The simple presence of one competitor to Qwest in a market does not always 

signify real competition. Competitors must be actively serving the relevant market and 

offering all the basic services for meaningfbl competition to exist. Qwest continues to 

serve the majority of customers in the state with recent trends suggesting the spread of 

competition is decreasing. While switched access lines appear to have decreased in 

recent years, competition is not the sole source for this trend. Some of the switched 

access line loss cited by Qwest has been offset by its DSL line gains, Qwest’s own 

wireless products or its wholesale services. More than half of the competition in Arizona 

is based on unbundled network elements (“UNEs”), including the UNE-Platform (“UNE- 

P”) and other elements which recent FCC and court decisions have begun to eliminate. 

Wireless and non network based VoIP companies do not offer comparably priced 

alternatives to Qwest wireline service and are thus not today realistic sources of 

competition. Recent regulatory and legal decisions and other trends suggest competition 

for Qwest’s basic wireline services will decrease -- not increase -- in the near future. 

When all these issues are taken into consideration, the level of competition in Arizona is 

not adequate to justify the competitive relief requested by Qwest. 

I 23 
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Qwest currently retains significant market power. While some of the legal and regulatory 

barriers to competition have been reduced, significant economic barriers to facilities- 

based wireline providers remain. The local exchange service business has high entry 

costs, many of which are fixed in nature. Alternative suppliers must make significant 

investment to enter the market. The Commission cannot today depend on the 

marketplace alone regulating Qwest’s prices. 

As the availability of UNEs decreases further, the economic costs of entry will increase 

as potential competitors are forced to build more of their own network to reach 

customers. The combination of the significant investment required for network facilities 

and the limited availability of investment dollars will result in less wireline competition 

particularly for residential basic local services. In addition to the high economic costs of 

entry, Qwest also retains the benefits of significant economies of scale which further 

restrict competitors from entering the market. No potential competitor comes close to 

Qwest in network ubiquity or opportunities for operational efficiencies. Qwest built a 

vast network while it still enjoyed the protections of a monopoly environment and a 

guaranteed opportunity to earn a reasonable rate of return. New entrants today do not 

enjoy those same benefits and the regulatory environment is more uncertain than at any 

time since the 1996 Act was passed. Therefore, due to the existing regulatory uncertainty 

and fragile state of the emerging competition in Arizona, the Commission must deny or at 

least modify the extensive relief sought by Qwest in this proceeding. 

22 

I 23 

24 

Qwest has proposed the designation of certain competitive zones in which the company 

would have complete pricing flexibility. As noted above, the limited level of existing 
I 

i 
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competition and the likelihood of even less competition in the future prevent the 

marketplace from protecting customers against Qwest’s continuing monopoly power. 

Therefore, it would be premature to allow Qwest the complete price deregulation inherent 

in the competitive zone proposal. 

Should the Commission determine that some degree of relief is appropriate for Qwest, it 

should require several important modifications to Qwest’s proposal. Most importantly 

strong competitive safeguards or an anti-discrimination mechanism must be established. 

Regardless of whether a competitive zone is ever established, prices for competitive 

services must be set at a level which covers the costs necessary to prevent predatory 

pricing, a price squeeze or any other anti-competitive behavior. Specifically, the price 

floor for any competitive service (actually for any service) should be defined by the sum 

of the prices of the unbundled network elements that are utilized to provision the service 

plus the long run incremental cost of any other required network functions. 

As long as UNEs are an important source of market entry, the existing Total Service 

Long-Run Incremental Cost (“TSLRIC”) price floor under Commission rules is 

inadequate to prevent a price squeeze. If Qwest can price at predatory levels and/or erect 

a price squeeze barrier, any existing competitors could be forced out of business making 

Qwest an unregulated monopoly. 

20 

21 

22 

23 

24 

If any competitive zones are established, they should be defined at the town or exchange 

level and not be permitted for smaller geographic areas - such as wire centers (or sub- 

wire centers) as proposed by Qwest. Only specific services within a zone for which 

competition exists should be deemed competitive. For example, basic residential and 
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single-line business services may not be competitive, but certain bundles or service 

packages might be so designated. Pricing and tariff requirements for Qwest services 

within a competitive zone should follow the same rules mandated for competitors under 

Commission Rules. Prices also should be consistent across &l competitive zones and 

within a competitive zone itself. The complexities for the Commission and competitors 

to monitor and react to pricing on a more microscopic level would be extremely 

cumbersome. The designation of any competitive zones in the future should be 

specifically approved by the Commission after interested parties have the opportunity to 

comment and the Commission staff compIetes an investigation. The regulatory and 

competitive landscapes are changing rapidly; rules established today could have little 

bearing on the telecommunications marketplace in the hture. 

Qwest has also proposed recovering up to $64.04 million of its revenue requirement from 

the Arizona Universal Service Fund (AUSF). At a minimum this amount should be 

reduced to no more than $24.5 million to reflect the proper costs pursuant to existing 

Commission rules. Existing Commission rules require the calculation of AUSF for a 

large company like Qwest to be based on TSLRIC as opposed to fully allocated costs as 

proposed by Qwest. Before allowing Qwest to access the AUSF, especially in the 

significant amount proposed in this case, the AUSF funding mechanism should be 

restructured to be based on working telephone numbers instead of revenues to make the 

fund more competitively neutral and sustainable. As technology and product design 

makes the jurisdiction of revenue indistinguishable, the revenue-based contribution 

formulas in the current Commission rules are no Ionger appropriate. The Commission 

must ensure that the burden of contributing to any universal service program is 
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competitively neutral. In most cases end user customers pay for the AUSF, and these 

customers should not be burdened with an antiquated process. 

Prior to allowing Qwest to draw from the AUSF, the Commission should evaluate the 

potential for establishing rates in higher cost areas which more closely match the costs of 

providing the service. In addition, it is unclear whether Qwest’s AUSF proposal only 

designates funds for high cost census bIock groups (“CBGs”) as required by Commission 

rules. Thus, if Qwest is permitted to use the AUSF, the Commission should verify that 

only high cost CBGs will receive AUSF. Furthermore, as long as Qwest requires AUSF 

to offset part of its revenue requirement, Qwest should retain the zone 1 & 2 increments 

to help maintain a better alignment of rates and costs. 

Qwest also requests that all new services in any part of the state be automatically 

designated as competitive when initially introduced. Given the fragile competitive 

landscape in Arizona and the uncertain future regulatory environment, especially as it 

pertains to competition, the Commission cannot determine today that a new service 

introduced next year will really be competitive. Therefore, Qwest should be required to 

petition the Commission under Commission Rule R14-2-1108 for competitive 

designation of any appropriate new services similar to any other competitor. Absent a 

specific finding of competition, new services should be subject to oversight for prices and 

terms. Qwest cannot be permitted to usurp the Commission’s public policy oversight 

role. Similarly the Commission’s oversight responsibilities of Qwest’s promotions which 

involve services not deemed competitive should not be eliminated. 
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As Qwest begins to face real sustainable competition, it is realistic to expect the tariff and 

pricing rules for all telecommunications service providers to converge. The complete 

competitive zone proposal is not necessary for the Commission to allow Qwest to mirror 

most of the tariff and pricing rules followed by competitors today. However, as long a 

Qwest maintains its market power, the other aspects of relief inherent in the competitive 

zone proposal must be rejected. The Commission cannot risk Qwest becoming an 

unregulated monopoly in any part of the state. 

8 

9 EXCHANGE SERVICE MARKET 

D. OWEST OVERSTATES THE LEVEL OF COMPETITION IN THE LOCAL 

10 Q. 

1 1  

12 analysis? 

13 A. No. Mr. Teitzel looks at several indicators and sources of competition to conclude that 

14 the markets served by Qwest in Arizona are competitive. However, many of the criteria 

15 he examined do not accurately measure the level of competition. His selection of the 

16 number of interconnection agreements and the number of LIS trunks and his reliance on 

17 the growth in wireless service and implementation of VoIP to conclude that Qwest faces 

18 significant competition in the state are misleading and incorrect. None of these indicators 

19 accurately signifies the existence of competition for Qwest’s wireline services, especially 

20 residential basic local exchange services. In addition, Mr. Teitzel does not consider the 

21 implications of recent FCC and District Court rulings which collectively have 

22 significantly limited opportunities for local exchange service competition in the future 

23 and increased the risk of the remonopolization of Qwest in the Arizona marketplace. The 

24 Qwest analysis also neglects to point out that Qwest’s own DSL service as well as 

25 wireless service provided in conjunction with affiliates of Qwest itself or through 

Qwest Witness Teitzel provides an analysis of the level of competition in Arizona, 

asserting that a robust competitive marketplace is in place. Do you agree with his 
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partnerships with other wireless providers are not really competition as any lost revenue 

remains in the Qwest family of companies. When these indicators are put in perspective, 

the level of competition in Arizona, especially for residential basic local exchange 

services, is significantly less than Qwest portrays. 

6 Q. On page 4 of his testimony, Qwest Witness Teitzel claims the number of 

7 interconnection agreements for m e s t  in Arizona is 118 as of February 2004. Does 

8 this number of agreements allow the Commission to make any significant 

9 conclusions regarding the amount of competition? 

10 A. No. The existence of an interconnection agreement does not reflect actual Competition. 

11 In addition, many of the reported agreements are with wireless carriers which do not 

12 represent real competition for Qwest's wireline service. Another set of these agreements 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

are just for resale, which Qwest reports to be both an insignificant and diminishing 

amount of competition.' Since an interconnection agreement is required to exchange 

traffic with Qwest and is thus a prerequisite for entering a market, many competitors 

enter into agreements before they fully develop a business plan. As business plans 

change and the economics of competing in certain markets deteriorates, competitors 

never implement some or all of their interconnection agreements. In addition, economic 

and regulatory realities have recently led many competitors to cut back marketing and 

scale back operations or cancel marketing and operations all together, resulting in some 

interconnection agreements becoming inactive. The decisions by AT&T and Sprint to 

curtail participation in this proceeding are important signs of the decline in competitive 

activity in Arizona and the potential for significant reduction in the level of competition. 

Therefore, the mere existence of an interconnection agreement does not provide a reliable 

' Direct Testimony of David L. Teitzel (Qwest), page 5. Mr. Teitzel shows Qwest had only 5,367 resold lines as of 
December 2003, a 85.55% drop from 2000. 
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Q. 
A. 

Q. 
A. 

measure of competition, especially for residential basic local exchange service. Likewise 

the existence of a tariff or advertisement by a competitor is not a real indicator of 

competition. To measure competition, the Commission must go beyond the simple 

existence of a competitor and determine whether the competitor is actually serving 

customers with comparable products in a sustainable manner. 

What are LIS trunks? 

LIS trunks are local interconnection service trunks which provide the network facilities to 

transport calls and local telecommunications traffic between Qwest and other local 

exchange or wireless carriers. 

How could the number of LIS trunks overstate the level of competition? 

First of all, many LIS trunks provide interconnection between Qwest’s network and 

wireless carrier networks. As Mr. Teitzei points out in his testimony, the level of 

wireless traffic has grown significantly in recent years, which has necessitated more LIS 

trunks. However, wireless is neither a comparable nor a competitive service to Qwest’s 

wireline service, and accordingly, the growth in LIS trunks to carry traffic between 

wireline and wireless customers has little bearing on the level of competition especially 

for residential basic local services. 

In addition, the volume of Internet service provider (“ISP”) traffic has increased in the 

United States. In most cases the ISP itself is not served by the same local exchange 

carrier as the customer using the ISP service. Therefore, an increasing number of LIS 

trunks are required to carry one-way traffic between ISPs and end-users. Therefore, the 

growth in ISP traffic and the concomitant increase in the number of LIS trunks cannot be 

relied upon as indicators of increased competition for retail customers. 
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Mr. Teitzel relies heavily on wireless traffic to support Qwest’s claim of increased 

competition. Does wireless represent significant competition to Qwest’s wireline 

service? 

No. Alleged competition from wireless service should not be given much weight because 

wireless is not a comparable service to Qwest’s wireline services, especially residential 

and small business basic local exchange services. Qwest’s monthIy residential basic 

local exchange rate in Arizona is $13.1 8 and the single-line business basic local exchange 

rate is $30.40 per month. Rates for wireless service average over $50 per month? 

Unlimited local and long distance wireless service can cost approximately $150.00 per 

month compared to under $50.00 per month for a similar wireline product. As of 

November 15,2004, Qwest’s website states that Qwest’s rate for unlimited local and long 

distance wireless service is $199/m0nth.~ On a price basis alone, these services are not 

comparable. 

Qwest suggests wireless service is repIacing wireIine service. Do you agree? 

No. Wireless service is a compliment to basic local exchange service, not a replacement. 

In addition to the significant price variations, wireless also does not provide the same 

coverage and service quality as wireline service in many areas. While many customers 

have added wireless service in recent years, very few of them have completely eliminated 

their wireline service to rely exclusively on wireless service. 

Verizon Wireless, one of the nation’s largest wireless carrier reported average revenue of over $50 per customer in 

- See https://www .clwestwireless.com/products/s 
2404. Verizon 2Q04 Investor Presentation, slide 9. 
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Q. Has any analysis been conducted to support your conclusions regarding wireless 

service? 

A. Yes. Recent data published by the FCC supports the premise that wireless service is not 

a comparable substitute for wireline service. The July 2003 Annual CMRS Competition 

survey published by the FCC reported “only a small percentage of wireless customers use 

their wireless phones as their only phone, and that reIatively few wireless customers have 

‘cut the cord’ in the sense of canceling their subscription to wireline telephone ~ervice.~’ 

In the Triennial Review Order (“TRO”)~, the FCC investigated the ability of wireless 

service to offer an alternative to the local exchange network facilities and concluded that 

wireless did not provide such an alternative. Specifically, the FCC concluded the 

following: 

“For example, we note that CMRS does not yet equal traditional 

incumbent LEC services in its quality, its ability to handle data traffic, its 

ubiquity, and its ability to provide broadband services to the mass 

market.”6 

Clearly the FCC agrees that wireless service is not comparable to wireline service. 

In addition, according to the Yankee Group’s research, between November 24, 2003 and 

January 12, 2004, 1,015,000 customers nationwide ported their numbers to another 

provider? Of those, only 20,000 to 50,000 conducted an internodal port (i.e., between 

In the Matter of Implementation of Section 6002(b) of the Omnibus Reconciliation Act of 1993, Annual Report and 
Analysis of Competitive Market Conditions with Respeci to Commercial Mobile Services, WT Docket No. 02-379, 
FCC 03-150, (Rel. July 14,2003). 

See, In the Matter of UnbundledAccess to Network Elements, WC Docket No. 04-313, Review of the Section 251 
Unbundling Obligations oflncumbent Local Exchange Carriers, CC Docket No. 01-338, Order and Notice of 
Proposed Rulemaking, FCC-04-179, fl 1 (rel. August 20,2004) (hereinafter referred to as the “TRO). 

TRO, footnote 1549. 
The Yankee Group, “The 2004 State of the Wireless Union”, by Roger Entner, (June 2004), page 8. 
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wireline and wireless or vice versa.)' Qwest's own experience provides a similar 

conclusion. In the first quarter of 2004, while 49,863 access lines were ported to other 

competitive LECs, only 1,939 access lines were ported to wireless carriers, including 

Qwest's own wireless operation? Therefore, the significant growth in wireless service 

does not appear to be at the expense of wireline service. Customers are not cutting the 

cord. Some usage, especially for long distance calls, may be moving from wireline to 

wireless phones, but customers are maintaining their high quality wireline service. 

Q. 

A. 

Does Qwest offer wireless service? 

Yes. Qwest has historically provided wireless service through an affiliated company. 

Therefore, Qwest itself has captured some of the new revenue from the growth in the 

wireless telecommunications market in Arizona. As of August 2004, Qwest affiliates had 

{begin proprietary) {end proprietary) wireless customers in Arizona of which (begin 

proprietary) (end proprietary} had integrated wireless and wireline service.'* To the 

extent some minimal number of lines has been ported by Qwest to wireless carriers, some 

of these lines have gone to Qwest's own wireless affiliate. In addition, Qwest has 

announced a partnership with Sprint PCS which allows Qwest to expand the sale of 

wireless service under the Qwest brand using Sprint PCS's extensive network." Qwest is 

able to offer service packages or bundles which provide both wireline and wireless 

service, sometimes over the same telephone number, uniquely positioning Qwest to 

respond to any threats from wireless carriers which may emerge. 

Id. 
9 -  Qwest's response to Cox Request Nos. 3-5 and 2-15. 
lo Qwest's response to Cox Request No. 3-3, Confidential Attachments B and C. 
l 1  Qwest Communications International Inc. Form 1OK filed with the United States Securities and Exchange 
Commission, page 33. 
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Q. Mr. Teitzel also holds out VoIP as a source of competition for Qwest. Is VoIP a 

comparable alternative to basic local exchange service? 

No. First of all, VoIP is a nascent technology and not a service. VoIP technology is 

being deployed by some telecommunications service providers, including Qwest and 

Cox. However, VoIP on its own is not a competitor. Second, basic local exchange 

service provided using VoIP is, in many cases, not comparable from a price standpoint. 

When VoIP is used to deliver local teiephone service by a provider without a local 

exchange network (such as Vonage, AT&T or Packets, which were all cited by Mr. 

Teitzel as competitors to Qwest)12, the customer must also purchase a broadband 

connection. In many cases, Qwest has the only end-user loop facilities, and as a result, a 

customer wishing to choose a non-network, VoIP-based service must first purchase DSL 

from Qwest or a cable modem connection. Consequently, customers must pay $30 - $50 

for broadband service on top of the $20 - $50 for VoIP service. The $50 - $100 total 

price for VoIP service greatly exceeds Qwest’s $13.18 IFR or $30.40 1FB rate in 

Arizona. Clearly these services are not comparable. 

A. 

In addition, Qwest receives additional revenue in many cases from the customer for the 

DSL service. Qwest also charges more for so-called “naked DSL,” where the customer 

does not also purchase a Qwest local line. LastIy, telecommunications services delivered 

using Internet VoIP technology, in some cases, are not comparable from a service 

perspective. Reports of echo and delay in calls made over VoIP networks are common. 

Also, VoIP-based telecommunications service provided via the Internet does not have full 

E-911 or CALEA functionality in most cases. VoIP service also does not have an 

independent power source that permits the service to operate in the event of commercial 

power failure. 

Direct Testimony of David L. Teitzel (Qwest), page 63. I2 
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Does Qwest provide service using VoIP technofogy? 

Yes. Qwest has announced plans to deploy VoIP technology in all fourteen of the states 

in its operating region. Actual deployment is now underway in parts of the region. 

Therefore, Qwest must see benefits from this replacement technology itself. At the end 

of the third quarter of 2004 Qwest reported: 

“The company currently offers OneFlex in markets throughout the 14- 

state local service region and plans to complete the rollout of business 

VoIP to 12 additional out-of-region markets and consumer VoIP to all 

major metropolitan markets within its local service area by year 

11 Q. Mr. Teitzel provides data suggesting a significant drop in Qwest’s primary and 

12 additional residential access lines in Arizona. Does this data provide an accurate 

13 picture of Qwest’s market share or revenue loss? 

14 A. No. Mr. Teitzel’s data looks at only switched access lines. In recent years Qwest has 

15 been actively deploying and selling DSL service. DSL allows a customer to receive both 

16 high speed data and voice telephone communications simultaneously over the same line. 

17 Therefore, in some cases DSL replaces the need for switched access lines, especially for 

18 second lines used previously for modem or fax lines. Based on information fiIed with the 

19 

20 

21 

FCC by Qwest, its number of DSL lines more than doubled from June 2001 to June 

2004.14 In addition, Qwest reported a 25% increase in its DSL subscriber base in 2003 

and an expansion of its DSL coverage to 45% of its service area.” In the Third Quarter 

, 

I 

I 22 of 2004, Qwest added 102,000 DSL lines throughout its 14 state region, and increased the 

Qwest Reports Third Quarter 2004 Results, November 4,2004, Page 5, URL: www.//media.corporate- 

See Qwest’s 477 Reports filed with the FCC and provided in response to Cox Request 2-16. 
Qwest Communications International Inc. Form I OK field with the United States Securities and Exchange 

13 

ir.net/media-files/nys/Q/reports/Q304.pdf. 
14 

1 5  
- 

Commission, page 36. 
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availability of DSL to 63% system-wide.’6 As Qwest continues to expand the availability 

of DSL, DSL lines will become a more common replacement for switched access lines. 

In addition, the revenue from a DSL line is greater than that of residential basic local 

service switched access line. At a minimum, the Commission should look at both 

switched access lines and DSL lines when analyzing Qwest’s access line trends as DSL 

offers another means of cannibalizing traditional wireline service by Qwest itself. 

Q. Mr. Teitzel’s testimony suggests competitors are using bundles or packages to 

compete and Qwest should have the same flexibility. Could you comment on these 

suggestions? 

Yes. Qwest has the ability under its current price regulation plan in Arizona to bundle 

services. In fact, {Begin proprietary} {end proprietary} of Qwest’s residential lines in 

the state are “part of a packaged service offering.”17 However, {Begin proprietary} 

{end proprietary} of residential customers, according to Qwest’s figures, would still rely 

on individual service pricing for wireline service.I8 Therefore, many Qwest customers in 

Arizona still choose residential basic access line service as a stand alone product for 

$13.18 per month. Even when the $6.50 Federal Subscriber Line Charge (“SLC”) is 

added, many Qwest residential customers pay less than $20 per month for residential 

basic local exchange service which is not comparable to wireless or VoIP technology 

provided services. Similar trends are found for single-line business  customer^.'^ In 

addition, bundling opportunities currently allow Qwest to include DSL as well as long 

A. 

l6 Qwest Reports Third Quarter 2004 Results, November 4,2004, Page 3, URL: www.//media.corporate- 
ir.netlmedia-filesinys/Q/reports/Q304.pdf. 

Is - Id. ’’ Qwest’s response to Cox Request No. 02-13 where Qwest states that (begin proprietary}{end proprietary} of 
business lines are part ofa packaged service. 

Qwest’s response to Cox Request No. 2-12, Confidential Attachment A. 17 
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2 most of its competitors. 

distance, wireless and other features in a bundle, thus giving Qwest the same flexibility as 
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Has the FCC provided any analysis of the level of local exchange service competition 

in Arizona? 

Yes. Independent analysis provided by the FCC affords insight into the level of 

competition in Arizona. Based on data filed with the FCC by both incumbent and 

competitive telecommunications companies, at the end of 2003, incumbent local 

exchange carriers (“incumbent LECs”) controlled over 78% of the end-user access lines 

in Arizona?’ In addition, FCC data shows that 50% of the end-user access lines served 

by competitors at the end of December 2003 were provisioned at least partially using 

facilities owned and controlled by the incumbent LECs (i.e., through resale or UNEs 

including WE-P)?’ From a facilities standpoint, incumbent LECs controlled over 89% 

of the end-user access lines in Arizona at the end of 2003, either through their own retail 

lines or their wholesale UNEs sold to competitors?2 Therefore, pure facilities-based 

competition -- where the competitor owns its own switching, transport and loop faciIities 

-- is limited in the state. 

Furthermore, these measurements Iikely underestimate incumbent LEC (including 

Qwest) share of the market because they were developed from data filed with the FCC 

prior to the DC Circuit Order and the release of the FCC’s Interim UNE Rules which at a 

minimum have collectively Iimited the future availability of the WE-P and some 

unbundled loops at Total Element Long-Run Incremental Cost (“TELRIC”) prices to 

Calculated from data presented in the “Local Telephone Competition Status Report as of December 31,2003,” 
June 18,2004, Federal Communications Commission, Tables 8 and 9. 
“Id Table 10. =z, Tables 8 ,9  and 10. Incumbent LECS served directly or through the sale of UNEs or resale to competitors 
89% of the access lines in Arizona. 
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competitors. Therefore, the FCC’s data suggests the vast majority of the wireline service 

in Arizona relies on Qwest facilities. Qwest still dominates the local exchange service 

market in Arizona and may actually be in position to enjoy increasing opportunities to 

dominate in the future. 

Q. You mentioned that recent FCC and other judicial rulings will impact local 

exchange service competition in Arizona. Please explain. 

The TRO limited the availability of unbundled switching, certain unbundled loops and 

the UNE-P for business customers. The DC Circuit Court OrdeS3 expanded the 

limitations on unbundled switching and the UNE-P to the mass market, which included 

residential customers. Based on these rulings, Qwest and other Regional Bell Operating 

Companies (“RBOCs”) have concluded that the UNE-P and certain UNE loops do not 

have to be made available any longer at TELRIC based prices beyond the brief transition 

period in the FCC’s Interim UNE Rule order. The FCC further limited the availability of 

unbundled loops by eliminating the requirements to unbundle fiber-to-the-curb loops for 

any such loop when the fiber is brought to within 500 feet of the customer’s premise.24 

A. 

In addition, the FCC has issued Interim UNE Rules and has issued a Notice of Proposed 

Rulemaking (“NPRM”) to solicit comments concerning permanent rules? In these rules, 

the FCC has proposed a 15% increase in the price of the UNE-P as a starting point for 

changes. Qwest and other parties asked the Circuit Court of Appeals for the DC Circuit 

U.S. Telecom Ass’n v. FCC, 359 F.3d 554 @.C. Cir. 2004) (hereinafter referred to as the “DC Circuit Order”). 
See In the Matter of Review of the Section 251 Unbundling Obligations of Incumbent Local Exchange Carriers, 

CCxocket No. 01-338, Order on Reconsideration, released October 18,2004, para. 9-10. *’ See In the Matter of UnbundledAccess to Network Elements, WC Docket No. 04-313, Review of the Section 251 
Unbundling Obligations of Incumbent Local Exchange Carriers, CC Docket No. 01 -338, Order and Notice of 
Proposed Rulemaking, FCC-04-179,f 1 (released August 20,2004). 

23 

24 
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to overturn the interim but the Court has decided to defer a decision to provide 

the FCC an opportunity to develop permanent rules. Though the outcome of the FCC’s 

NPRM is uncertain, at a minimum it is widely expected that UNE switching and the 

UNE-P will cost more, to the extent these unbundled network elements are still available 

at all. Given the importance of UNEs and the UNE-P to competitive entry in Arizona, 

these rulings are expected to curtail the spread of local exchange service competition in 

the state. As evidence of the impact of the FCC and Court decisions concerning UNEs, 

Qwest has already reported a significant decrease in the growth of wholesale lines in the 

third quarter 2004.27 Qwest also reported a “significant recapture of UNE customers” in 

the third quarter.28 

Furthermore, the FCC recently adopted an order requiring competitors opting into 

existing interconnection agreements to accept the entire agreement and not just portions 

of the agreement as had previously been ~ermitted.2~ Therefore, a competitor with a 

targeted business plan might have to accept certain terms which are inappropriate for its 

own business plan or expend the time and resources to negotiate, and perhaps arbitrate, 

its own agreement. Collectively, all of these rulings will thwart the spread of competition 

in the local exchange service market. 

Petition for a Writ of Mandamus to Enforce the Mandate of this Court, United States Telecom Association. et al, 
v. Federal Communications Commission and the United States of America, United States Court of Appeals for the 
District of Columbia, (filed August 23,2004). 

ir.net/media~files/nys/Q/reports/Q304.pdf. 

26 

Qwest Reports Third Quarter 2004 Results, November 4,2004, Page 4, URL: www.//media.corporate- 21 

See In the Matter of Review of the Section 251 Unbundling Obligations ofhumbent  Local Exchange Carriers, 29 

CCTocket No. 01-338, Second Report and Order, released July 13,2004, para. 1 1 .  
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1 Q. 

2 competition in Arizona? 

3 A. Yes. Regulatory uncertainty plays a significant role in establishing barriers to entry 

4 helping to eliminate a competitor's market entry abilities, increasing the cost of entry and 

5 reducing the ability of competitors to invest in telecommunications facilities and 

6 operations. As noted earlier, the future availability of UNEs at TELRIC rates is 

7 uncertain. The FCC has begun a proceeding to define and implement new permanent 

8 UNE rules. However, if history is any indicator, an appeal of the FCC's ultimate 

9 decision is likely. Therefore, the industry and its investors are likely to continue 

10 operating in an increasingly uncertain world for at least a year and most likely longer. 

11 The combination of reductions in UNE availability at TELRIC prices and regulatory 

12 uncertainty concerning the future rules for interconnection creates an environment where 

Does regulatory uncertainty contribute to the outlook for local exchange service 

13 

14 

15 

16 

17 

18 

19 

competitors will find it more difficult (and more expensive) to raise capital for 

investment in network and other facilities. As investors become even more cautious, the 

cost of borrowing is sure to increase and competitors will be hard pressed to find capital 

to make significant investments in facilities. The combination of less capital and higher 

UNE prices can only serve to curtail competition in the local exchange service market, 

not intensify competition as suggested by Qwest Witness Sh~oshan.~' 

20 Q. 

21 

22 A. 

23 

24 

Have you seen any data which might provide an insight into the impact of these 

recent FCC and other judicial rulings on the level of competition in Arizona? 

Yes. In response to discovery from Cox, Qwest provided the number of UNE-P lines it 

has provisioned at various points in time in Arizona?' As of December 3 I , 2003, Qwest 

had 103,795 residential UNE-P lines and 71,929 business UNE-P lines in service. 

Direct Testimony of Harry Shooshan (Qwest), pages 16-17. 
Qwest's response to Cox Request No. 2- I. 

30 
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Q. 

A. 

However, as of August 31, 2004, these amounts had dropped to 97,344 and 68,154 

respectively, a decrease of over 6% for residential lines and 5% for business lines. A 

reduction was also seen in the number of Qwest UNE loops, which decreased from 

36,202 as of December 31, 2003 to 35, 346 as of August 31, 2004 - a decrease of over 

2%.32 Resale of Qwest service also decreased over the same period.33 Furthermore, 

during this period, AT&T announced it was withdrawing any marketing or attempts to 

sign up new customers from the residential local exchange service market nationwide. 

Therefore, it appears these recent regulatory and judicial rulings may already be having 

an impact on the level of competition in Arizona. 

Has Qwest developed a commercial product alternative to the UNE-P? 

Yes. Qwest suggests its new Qwest Platform Plus (“QPP”) product will become an 

alternative to the UNE-P and provide additional services not available through the UNE- 

P.34 However, QPP will cost more than the UNE-P. Based on the documentation on the 

Qwest website, it appears QPP is priced using the same UNE loop, switching and shared 

transport rates as the UNE-P.35 However, the QPP switch line port charge is significantly 

higher. In 2005, the QPP port rate is slated to rise by $1.56 per month over the current 

rate, an increase of 64% compared to the current UNE rate. By 2007, the QPP line port 

rate will be $2.40 per month or 98% higher than the existing UNE port rate. Therefore, 

while Qwest may provide an alternative, competitors will pay significantly more and it is 

unlikely that QPP will provide any meaningful long-term opportunity for competition. 

Qwest’s response to Cox Request No. 2- 1. 
Qwest’s response to Cox Request No. 2-1. 

34 Qwest’s response to Cox Request No. 2-18. 
URL: www.qwest.com/wholesale/clecs/commercialagreements.html. 

32 

33 

35 

Direct Testimony of F. Wayne Lafferty (on behalf of Cox Arizona Telcom, L.L.C.) 
November 18,2004 

Page 2 I 

PUBLIC VERSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q. 

A. 

Will resale offer a significant alternative for competitors in Arizona? 

No. As noted earlier, the level of resale has decreased for Qwest in Arizona. At the end 

of August 2004, Qwest provided only 4,940 resold lines in Arizona as compared to 

23,478 lines as of December 2001?6 The level of resale continues to decrease. 

Competitors have not found resale to be an economic vehicle for providing local 

exchange service. UNE-P has provided a more economical solution under the pricing 

approved in many states; however, in the absence of UNE-P at TELRIC based rates, it is 

unlikely resale will be used significantly in the future. The resale discount of 12% for 

basic residential service and 18% for all other services is not adequate to cover 

competitors’ own systems, billing, marketing and other administrative costs and still 

provide an adequate profit to justify the investment in market entry?7 Resale is also not a 

significant revenue loss for Qwest as it still receives 88% and 82% of the retail revenue 

for residential and business lines, respectively, but avoids most of the marketing, billing 

and customer service expenses associated with serving the end-user customer. 

Q. Does Qwest lose all of the revenue and income associated with a retail line when it 

loses the line to a competitor? 

No. I will use the term “wholesale” in this context to refer to revenues received from and 

services offered by Qwest to competitive LECs. In most cases, a competitor is using 

Qwest’s network in some fashion to enter the market and Qwest is receiving wholesale 

revenue from the sale of UNEs, resold access lines or other services. Qwest also benefits 

from reduced expenses associated with foregone marketing, customer care, billing and 

A. 

Qwest’s response to Cox Request No. 2-1. 
See “Statement of General Available Terms,” Second Amended, July 29,2004, URL: 

36 

31 

www.clwest.com/about~lic~/s~~ts/SGATSdo~s/ari~n~AZ 14th Rev Exh A 8 29 Exh A FinaLpdf (“SGAT”) 
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other functions. In response to discovery from Cox, Qwest presented the following 

information concerning its wholesale services provided to  competitor^:^^ 
Service December 2001 December 2003 August 2004 

UNE-P Lines 19,948 175,724 165,498 

UNE-Loop Lines 22,955 36,202 35,346 

Resold Lines 23,478 5,361 4,940 

Total 66,381 2 17,287 205,784 

Therefore, as competition has begun to emerge in Arizona, competitors are often using 

Qwest’s network which provides significant revenue (and profit) opportunities for Qwest. 

For these wholesale services, Qwest still receives significant revenue. In some cases the 

UNE loop rate alone provides more revenue than Qwest’s 1FR or 1FB service. For 

example, Qwest’s UNE loop rates in Arizona are as follows:39 

Zone UNE Loop % of 1FR % of 1FB 

1 $ 9.05 69% 30% 

2 $14.84 113% 49% 

3 $36.44 275% 120% 

In both zones 2 and 3, Qwest receives more revenue from the UNE Loop than from the 

$13.18 1FR rate. In zone 3, the same holds true for the $30.40 1FB rate. 

21 

22 

23 

24 

The revenue implications of Qwest’s sale of UNE-P service are even more significant. 

Revenue from UNE-P service can be approximated by the following UNE rates: UNE 

Loop, line port, local usage and shared transport. Qwest’s revenue for each UNE-P line 

Qwest’s response to Cox Request No. 2-1. 38 

39 - See SGAT. 
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is approximated by adding the rates for the UNE Loop, UNE line port, local usage and 

shared transport. The local usage and shared transport revenue is developed by 

multiplying the local usage UNE rates by an estimate of the monthly usage on the 

average line. 

UNE service4' Zone 1 Zone 2 Zone 3 

UNE Loop $ 9.05 $14.84 $36.44 

UNE Line Port $ 2.44 $ 2.44 $ 2.44 

UNE Local usage4' $ 0.79 $ 0.79 $ 0.79 

UNE Shared Transport $ 0.67 $ 0.67 $ 0.67 

Total $12.95 $1 8.74 $40.34 

% o f  1FR 98% 142% 306% 

% of IFB 43% 62% 133% 

In all three zones, Qwest receives basically the same or greater revenue from the UNE-P 

service than from the IFR. In zone 3, the UNE-P service provides more revenue to 

Qwest than the IFB. It is true that Qwest may lose the opportunity to sell features and 

other services to customers who have been lost to competitors through use of the UNE 

Loop or the UNE-P. However, Qwest also has decreased expenses as customers migrate 

to competitors. Therefore, the loss of customer access lines to competitors is not a total - 

or even a significant -- loss of revenue for Qwest, and since expenses will also be 

40 - Id. 
4' The local usage and shared transport revenue per line is based on the average number of minutes per month per 
line developed from Qwest's responses to Cox Request 2-23 and 2-24. Qwest reported {begin proprietary}{end 
proprietary) calls per month for residential lines and {begin proprietary){end proprietary} calls per month for 
business lines. Qwest reported {begin proprietary}{end proprietary} minutes per call for residential lines and 
(begin proprietary}{end proprietary) minutes per call for business lines. These amounts result in {begin 
proprietary}{end proprietary} minutes per month for residential lines and {begin proprietary){end proprietary) 
minutes per month for business lines. When weighted by the YO of residential ({begin proprietary){end 
proprietary}) and business ({begin proprietary}{end proprietary)) access lines in the state, the result is {begin 
proprietary}{end proprietary) minutes per month for the average call in Arizona. The percentage of business and 
residential lines were derived from Qwest's response to Cox Request 2-2. 
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eliminated for lines which move to competitors, the impact on Qwest’s profits are 

minimized. In addition, UNE-P customers won back by Qwest are converted back to 

Qwest service at very low cost. 

E. OWEST HOLDS SIGNIFICANT MARKET POWER IN ARIZONA 

Q. Does the access line loss information presented by w e s t  Witness Teitzel provide 

any indication that Qwest is no longer a dominant carrier in Arizona? 

No. As discussed earlier, Qwest has overstated its actual access line loss and the 

implications of any line loss on its revenues and profits. Based on the information 

provided by Mr. Teitzel and the data reported by the FCC, Qwest still holds the vast 

majority of the market share in Arizona. There is no compelling evidence that the loss of 

lines and the existence of competitors -- albeit at levels that are more reduced than those 

put forward by Qwest -- has significantly decreased Qwest’s market power in Arizona. 

A. 

Q. Did the Telecommunications Act of 1996 (“1996 Act”) remove all barriers to 

competitive entry in the local exchange service market in Arizona? 

No. The 1996 Act only eliminated most of the legal and regulatory barriers to local 

exchange service competition. Also, the 1996 Act and subsequent FCC decisions 

established the requirement for incumbent LECs like Qwest to sell unbundled network 

elements at forward-looking cost-based rates. However, neither the 1996 Act nor any 

FCC or Commission actions have eliminated the high financial costs of entry in the local 

telecommunications market. Competitors have three basic choices for entering this 

market: 

A. 

1. purchase of network elements or resale from the incumbent LEC; 

2. construction of their own network facilities; or 

3. a combination of the above two methods. 
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As shown above, the future availability and pricing for network elements are uncertain; at 

a minimum, UNEs will be more expensive in the future. Construction of a competing 

network carries a huge up-front fixed cost as switches, transport and loop facilities must 

be leased or purchased along with operation support systems. Whether it constructs a 

network or purchases UNEs from the incumbent LEC, the competitor must still incur 

significant investments in systems and administrative services, including but not limited 

to: billing and customer care; marketing; and regulatory and legal expenses. Therefore, 

regardless of whether a competitor builds a network or purchases UNEs from Qwest, a 

competitor faces very high costs of market entry, many of which are fixed. High fixed 

costs are a significant economic barrier to market entry. 

Q. Do high economic costs of market entry provide any indication of the ability to enter 

the local telecommunications market? 

Yes. Economic theory suggests if market entry barriers are low, alternative suppliers will 

enter the market when retail prices exceed marginal cost. Thus, Qwest would 

immediately experience more competition if retail prices were increased above the cost 

for a similarly-situated facilities-based provider to offer the same service(s). However, if 

large upfront capital investments make the fixed cost of market entry high -- as is the case 

in the local exchange service market -- then alternative facilities-based suppliers will find 

it difficult entering the market even if retail prices rise above marginal cost. Though 

some parties may try to argue that the entry barriers to the local telecommunications 

marketplace have been completeIy removed by the 1996 Act, the statute only began the 

process to remove the legal and regulatory barriers; it did nothing to remove the 

economic entry barriers created by the high fixed costs in the telecommunications 

industry. The higher the required investment and fixed costs of a business, the harder it is 

A. 
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for a facilities-based competitor to enter the market and compete with the existing 

incumbent, i.e., Qwest. 

Q. Are there any other economic indicators which suggest Qwest has significant 

market power in Arizona? 

A. Yes. Qwest’s market power is compounded by its significant scale economies. No 

competitor in Arizona or anywhere else in the Qwest region comes close to having the 

number of access lineshustomers, ubiquitous network facilities, or geographic reach of 

Qwest. Qwest has a ubiquitous network connecting almost all portions of fourteen 

contiguous states. These scale economies provide Qwest unique opportunities to 

efficiently design, procure and manage networks, staff call centers, develop operation 

support systems and manage support and other administrative personnel. No other 

competitor can attain these opportunities. 

Q. Does the regulatory uncertainty you mentioned earlier contribute to Qwest’s market 

power? 

Yes. The uncertainty created by the TRO, DC Circuit Order and FCC’s Interim Rules 

and related NPRM all combine to make the local exchange telecommunications industry 

a risky business at this time. Often the threat that competitors will enter or re-enter a 

market if the dominant firm raises prices is adequate to control market power. However, 

the uncertainty surrounding the future availability and pricing of UNEs combined with 

the high fixed costs of entry and scarce available capital resources provide little, if any, 

assurance that the marketplace on its own will control Qwest’s dominant market position. 

A. 

24 

25 
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F. OWEST’S COMPETITIVE ZONE PROPOSAL IS INAPPROPRIATE 

Q. Qwest has proposed the Commission designate certain geographic areas in Arizona 

as competitive zones in this proceeding. Could you please explain Qwest’s proposal 

for identifying competitive zones? 

A. Yes. According to Mr. Teitzel’s testimony, a competitive zone would be established 

whenever a customer could receive “communications services from at least one other 

p r ~ v i d e r . ” ~ ~  The alternative provider could offer services through its own facilities, by 

solely using Qwest’s UNEs or by exclusively reselling Qwest’s services. According to 

the testimony of Qwest Witness Shooshan, Qwest’s retail services in a zone could be 

reclassified as competitive based on the mere presence of one wireline competitor. As 

discussed earlier, many of the other alleged forms of competition cited by Qwest are not 

comparable to Qwest’s ubiquitous wireline service and should not be considered in any 

measurement of competition. One competitor, which might be focusing on a particular 

niche customer set, geographic area or product group, is not adequate evidence of 

competition and is insufficient to protect consumers from the market power of the 

incumbent, Qwest. 

Q. Based on your understanding of Qwest’s proposal, how would the competitive zones 

be characterized? 

A. Qwest Witness Teitzel provides an overview of Qwest’s proposal. Based on my 

understanding of his testimony, a competitive zone would have the following 

 characteristic^?^ 

42 Refer to the Direct Testimony of David L. Teitzel, page 73. 
43 Refer to the Direct Testimony of David L. Teitzel, pages 72-75. 

Direct Testimony of F. Wayne Lafferty (on behalf of Cox Arizona Telcom, L.L.C.) 
November IS. 2004 

Page 28 

PUBLIC VERSION 



I 
I 

I 

I 1 

2 

I 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

, 

0 The geographic area would be defined by a wire center or a subset of a wire center; 

0 AH services within a competitive zone could be priced in a fully flexible manner. 

Price and other miscellaneous changes for all services within a competitive zone 

could be implemented immediately upon notice to the Commission; 

0 Prices would not be subject to approval or investigation by the Commission; 

Prices and terms for services within competitive zones would be different from prices 

outside competitive zones; 

Prices in different competitive zones could be different; 

Prices and terms for different customers within a single competitive zone could also 

be different. 

Q. Is Qwest’s geographic definition for a competitive zone reasonable? 

A. No. Both customers and competitors must have a clear understanding of the boundaries. 

Customers think in terms of town, cities, counties and states, so any other definition 

would be hard for them to grasp. Within the industry, exchanges or towns are often 

published in tariffs or exchange maps on file with the Commission and could provide a 

reasonable boundary. Most customers would understand towns or exchanges, but not 

wire centers. An arbitrary designation of a subset of a wire center is even more vague 

and would be confusing for customers, competitors and the Commission. The current 

Commission practice of identifying competitive services on a statewide basis is simple 

and easy for everyone to understand. However, realizing that some competitors focus on 
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specific markets, if any competitive zone is to be allowed, it could be defined at the town 

or exchange level in order to avoid significant confusion. However, clear customer 

communication by Qwest regarding the boundaries would be required. 

Q. Should all services within a competitive zone be priced ff exibly? 

A. No. Even if a specific zone was deemed to be competitive under Qwest’s proposal, not 

all customers and not all services within the exchange or town should be treated the same. 

Qwest is still a carrier of last resort, giving it the obligation to serve any customer 

requesting service. While competitors might be competing for toll services or bundled 

services for certain customer sets in certain geographic areas, not all customers and 

services will have the same options. At a minimum, Qwest should not be provided the 

same level of flexibility to price basic local exchange service for residential and small 

business customers as it has to price other services. The majority of customers still 

receive local service on a standalone basis without purchasing a costly bundle, and these 

customers should not be left without the protection of the normal tariff and pricing rules. 

Q. Would any meaningful controls remain on Qwest’s pricing and operations in 

competitive zones? 

A. No. Qwest proposes its freedom to make changes to prices or terms merely upon notice 

to the Commission and without being subjected to any investigation or approval 

requirements. While Qwest would remain under the jurisdiction of the Commission, the 

Commission’s oversight powers will mainly be limited to addressing complaints filed 

against Qwest. According to Qwest, the Commission will also have the authority to 
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A. 

Q. 

A. 

reclassify competitive zones as non-competitive. However, this control would only 

provide prospective relief and would not monitor Qwest’s performance during the time a 

zone was deemed competitive. Re-regulation could also be disruptive to customers, 

especially if Qwest is forced to increase rates to eliminate discriminatory situations. 

How do Qwest’s proposed tariff and pricing obligations for competitive zones 

compare to existing rules for competitors in Arizona? 

As proposed, Qwest would enjoy significantly less oversight than its competitors. 

Competitors are required to file tariffs specifying the maximum allowable rate.44 Their 

rates must not be less than their total service long-run incremental cost of providing the 

service. Cross subsidization between a competitor’s various services is also prohibited. 

Changes to competitors’ prices can only be made if the resulting price is below the 

maximum tariff published rate and above the cost based price floor. Increases above the 

competitor’s maximum tariff price must be submitted to the Commission for approval.4’ 

Is Qwest’s proposal to allow unlimited price changes with no advance notice or 

commission oversight adequate? 

No. At a minimum Qwest should follow the existing pricing rules for competitors found 

in Sections R14-2-1109 and R14-2-1110. Competitive neutrality requires Qwest not be 

afforded flexibility that is not available to its competitors. Qwest has not specified 

whether it proposes that its maximum rates would be established in tariffs for competitive 

Commission Rule R14-2-1109. 
Commission Rule R14-2-1110. 

44 

45 
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zones, if at all. Qwest should be required to file tariffs for competitive zones which 

identify the maximum permissible rates in the same manner as competitors. In addition, 

the Commission should modify the price floor rules for Qwest to address the potential for 

a price squeeze on competitors. Qwest should not be allowed to price its retail services 

below the sum of the rates for the UNEs that competitors must purchase to compete. As 

an incumbent provider subject to the unbundling rules in Section 251 of the 1996 Act, 

Qwest must not be able to set retail prices less than the wholesale prices this Commission 

has established for UNEs which Qwest is required to sell to competitors. The 

Commission should approve Qwest’s price floors in advance of any competitive zone 

being designated. 

Q. Under Qwest’s competitive zone proposal, could prices differ for the same service 

provided to customers inside and outside the competitive zone? 

A. Yes. The competitive zone proposal would effectively deregulate and deaverage Qwest’s 

retail rates in parts of Arizona. Prices for any or all services inside the competitive zone 

could differ from prices for the same service(s) elsewhere in Arizona. Prices could even 

be different in two separate competitive zones or even for two customers in the same 

competitive zone. 

Q. Should prices in competitive zones vary? 

A. No. Prices for certain services may vary inside and outside a competitive zone. 

However, the same rules and prices should apply to each competitive zone and customers 

in every zone should be charged the same prices for the same services. The customer-by- 
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customer pricing which Qwest proposes could result in two customers on the same street 

receiving different prices for the same service, setting the stage for unreasonable price 

discrimination between the two customers. The administrative complexities alone make 

Qwest’s proposal unworkable. The Commission would have great difficulty monitoring 

the multitude of rates which could result from Qwest’s proposal as well as addressing the 

almost certain large number of customer complaints. I live in a town with several 

competitive grocery stores; however, all my neighbors pay basically the same price for a 

gallon of milk at any one store. Local telephone services should be no different. 

9 

10 Q. Has Qwest proposed any specific areas be designated competitive zones at this time? 

I 1  A. 

12 

13 

14 

15 

Yes. Qwest is requesting many parts of the Phoenix and Tucson MSAs be classified as 

competitive zones. According to Qwest, at least one competitor is providing some 

service in at least part of each of the designated areas. However, Qwest has not shown 

that all services provided by this one competitor are competitive with Qwest’s services or 

even comparable to all the services provided by Qwest within the competitive zone. 

16 

17 Q. Should the Commission approve Qwest’s competitive zone proposal? 

18 A. No. As discussed earlier, Qwest maintains dominant market power in the delivery of 

19 basic local exchange services within its Arizona markets. It has overstated the level of 

20 competition, and its analysis and proposal ignores the fact that the future availability of 

21 competitive alternatives is withering away. Qwest has reported decreases in the growth 

22 of UNE-P, UNE Loop and resale lines in recent months. Statewide data reported by the 

23 FCC shows that, though the number of competitive LEC lines increased in 2003, the 
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percentage of lines served using incumbent LEC UNEs also increased significantly - 

from 21.8% in 2001 to 33.07% in 2003.46 Given all the regulatory uncertainty 

surrounding the future availability of reasonably priced UNEs, the probability of future 

competition relying on UNEs must be discounted. In addition, complete pricing 

deregulation would eliminate the competitive safeguards inherent in any price floor rules. 

I f  the Commission decides to implement some form of competitive zones, the many 

vague and confusing aspects of Qwest’s competitive zone proposal will need to be 

modified as discussed earlier. However, at the present time the market place is not 

competitive and the pricing flexibility requested by Qwest is unwarranted. 

Q. You mentioned earlier that the mere presence of just one potential alternative 

provider was not an adequate gauge of competition. Could you please explain? 

A. Yes. The presence of a competitor provides no assurance that all of the customers in the 

alleged competitive zone have true choices for comparable services. Competitors often 

target specific customer classes to market particular services and rarely embrace serving 

all customers in an area with all its services. Furthermore, competitors often compete 

with bundles which do not provide a comparable basic local exchange service alternative 

for the {Begin proprietary) {end proprietary) of residential customers which purchase 

service without a bundle. 

Calculated from data presented in the “Local Telephone Competition Status Report as of December 31,2003,” 46 

June 18,2004, Federal Communications Commission, Table 10 and the “Local Telephone Competition Status 
Report as of December 31,2001,” July 23,2002, Federal Communications Commission, Table 8. 
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Q. Does Qwest’s proposal for total pricing freedom in a competitive zone raise any 

competitive concerns? 

Yes. Given Qwest’s market power, the potential for anti-competitive predatory pricing 

should be a significant concern for the Commission. Generally, economic theory defines 

predatory pricing as setting prices below marginal costs. In most cases, pricing below 

cost or losing money on a transaction is a bad business decision, but probably not an 

illegal one. However, when the entity losing money has significant market power in a 

variety of services and locations as Qwest does in Arizona, the decision to lose money 

even temporarily is a dangerous abuse of predatory pricing. Given (i) the scale and scope 

of Qwest and (ii) Qwest’s proposal that it be granted the ability to establish multiple 

prices for the same service within a single competitive zone as well as in different zones, 

Qwest would have the ability to strategically price services below cost until the 

remaining competitors are driven out of the market. Qwest would be able to recoup its 

losses by pricing services higher in less competitive portions of the same competitive 

zone or in other, less-competitive zones, particularly since Qwest does not appear to 

propose to set maximum rates for its services in competitive zones. Qwest also may be 

able to cross-subsidize competitive zone prices with revenues from areas that are not 

designated as a competitive zone. After eliminating its competitors in a competitive 

zone, Qwest would be free to raise prices above the level a competitive marketplace 

would establish - again, this is exacerbated by the lack of any maximum prices for Qwest 

within the competitive zone. Once Qwest’s competitors are driven from a market due to 

Qwest’s below-cost pricing, multiple barriers to entry including, but not limited to, the 

high cost of building a network, regulatory uncertainty and limited sources of capital, 

would not allow competitors to easily re-enter the market even as Qwest increased prices. 

As a result, consumers would be harmed by the artificially elevated prices Qwest would 

be able to charge. The competitive zone proposal must not provide the opportunity for a 

A. 

Direct Testimony of F. Wayne LaKerty (on behalf of Cox Arizona Telcom, L.L.C.) 
November 18,2004 

Page 35 

PUBLK VERSION 



1 

2 

I 3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

I 18 

19 

20 

I 
~ 

21 

22 

23 

24 

25 

market dominant firm such as Qwest to engage in predatory pricing and drive the 

remaining competitors out of the market. 

Q. Are there other competitive safeguards which might be violated by Qwest’s 

competitive zone proposal? 

Yes. The importance of UNEs as a competitive entry vehicle and the requirement for 

incumbent LECs to offer UNEs on a wholesale basis at TELRIC prices presents another 

economic dilemma for Qwest’s competitive zone proposal. The price deregulation 

contemplated by Qwest in its competitive zone proposal would give it the ability to price 

its retail services below the sum of the UNE rates competitors must pay to compete as 

required by the 1996 Act. As noted earlier, in some cases retail rates may already be 

below the sum of the required UNEs, meaning Qwest’s proposed pricing freedom would 

only widen the gap. The resulting price squeeze would require competitors to pay more 

for the UNEs that are needed to provision a service than the prevailing retail rate for the 

service itself. Competitors would be forced to take a loss or exit the market. 

A. 

Interestingly in some cases, Qwest and other RBOCs point to the availability of UNEs at 

TELRIC rates as evidence the marketplace has low entry barriers and that they should be 

more lightly regulated. However, at the same time the RBOCs advocate increasing the 

price of UNEs and eliminating some UNEs altogether. The fragile competitive 

telecommunications marketplace which is just beginning to emerge relies on UNEs as a 

continued economic market entry vehicle. Qwest should not be allowed to set retail rates 

below the sum of the UNE prices required for a competitor to offer a comparable service. 
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Q. 

A. 

Does a wholesale - retail price squeeze exist in Arizona today? 

Yes. As noted earlier, Qwest’s retail 1FR rates are lower than the sum of the required 

UNEs in zones 2 and 3. Qwest’s retail 1FB rate is lower than the sum of the UNEs in 

zone 3. The increases to UNE rates proposed by the FCC in the Interim UNE Rules and 

associated NPRM and the rates proposed by Qwest as part of its QPP service will only 

magnify this difference. In addition, this analysis only considers Qwest’s UNE rates. 

The price floor analysis should also include the costs of other needed functions not 

captured in UNE rates. Regardless, some rate rebalancing is required to eliminate this 

price ~queeze.4~ Qwest acknowledges the need to align prices with costs, but has not 

properly defined the appropriate costs or identified the related rate changes4* 

Q. 

A. 

Has Qwest proposed any price floor studies of its own? 

Yes. Qwest Witness Teresa K. Million produced several price floor cost studies to 

support rate changes proposed by Qwest in this proceeding. However, these studies are 

based on TSLRIC and not the UNE costing methodology which is required to prevent a 

price squeeze on competitors. In addition, Qwest Witness Million does not propose the 

use of any price floor for Qwest’s allegedly competitive and non-competitive services. 

As long as Qwest’s UNEs are a significant source of competitive entry, the price floor 

must at a minimum be set to cover the underlying UNE rates plus the incremental costs of 

any other non-UNE functions or else competitors will be caught in a price squeeze. In 

addition, Qwest should not be able to avoid the price floor requirements by bundling non- 

competitive services, especially basic local services with other services. Bundles must 

also meet the correct price floor standard. Therefore, Ms. Million’s proposal is 

inadequate and should not be accepted by the Commission. 
~ 

As an alternative, to avoid potential rate shock, if any, Qwest could use the existing tariff rates as a temporary 

Direct Testimony of David L. Teitzel, page 84. 

4 1  

price floor until such time as the price floor exceeded the tariff rates. 
48 

Direct Testimony of F. Wayne Lafferty (on behalf of Cox Arizona Telcom, L.L.C.) 
November 18,2004 

Page 37 

PUBLIC VERSION 



1 

2 

‘1 J 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

18 

19 

20 

21 

22 

Q. The Commission has previously established imputation and other pricing rules to 

prevent anti-competitive pricing. Are those rules adequate today? 

A. No. The Commission’s existing imputation rule, R14-2- 13 10 (C) (l), which basically 

requires that prices cover TSLRIC costs, does not protect customers against this price 

squeeze. This imputation rule should be rewritten as follows: 

1. An incumbent local exchange carrier shall recover in the retail price of 

each local exchange telecommunications service offered by the company 

at a minimum the sum of the prices of the unbundled network elements 

that are utilized to provision such local exchange telecommunications 

service plus the long run incremental cost of any other required network 

functions, whether such service is offered pursuant to tariff or private 

contract. 

Only by ensuring retail rates cover the appropriate UNE rates and other incremental costs 

will the price squeeze be eliminated and customers protected against anti-competitive 

pricing. This change should be implemented regardless of whether the Commission 

adopts any aspect of Qwest’s competitive zone proposal. 

Q. Have other states required a price floor for competitive services? 

A. Yes. Many states require that rates cover at least TSLRIC and often additional costs to 

reflect shared and common costs and/or other essential functions. 
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1 Q. Should an imputation test be applied to all Qwest services? 

2 A. 

3 

4 

5 

6 

Yes. As long as Qwest maintains its dominant market power and as long as UNEs are a 

source of competitive entry, this test must be applied to any competitive (as deemed by 

the Commission) and non-competitive retail services. The current TSLRIC price floor 

outlined in Rule R14-2-1109 (A) is inadequate for a carrier with dominant market power 

and control over the UNEs required by many competitors to enter a market. 

7 

8 Q. Does the threat of re-regulation provide any real protection for customers? 

9 A. Not really. If an entity with predatory pricing power drives the competition out of 

business, re-regulation does not offer an adequate solution. In such a scenario, Qwest 

would get all of its customers back and the competitive LEC would be gone with little 

likelihood or incentive to ever come back. In addition, re-regulation would be disruptive 

to customers, especially those who might experience a rate increase. Therefore, the 

Commission cannot rely on re-regulation to control anti-competitive behavior and protect 

10 

I 1  

12 

13 

14 

15 customers. 

16 

17 Q. 

18 Cox? 

Are there any other aspects of Qwest’s competitive zone proposal which concern 

19 A. 

20 

21 

22 

Yes. While Qwest is proposing specific areas be designated as competitive at the current 

time, it appears that Qwest would have the ability to automatically designate additional 

competitive zones in the future. Since a competitive zone allows prices to be de- 

regulated, the Commission should make a definitive finding of competition following the 
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process under Commission Rule R14-2-1108 before any zones are deemed competitive in 

the future. The type of competitors and the level of competition will not be the same in 

all parts of the state. In addition, as discussed earlier, changes in reguIation are likely to 

change the potential for competition to develop evenly across Arizona in the future. 

Therefore, it is important that interested parties be allowed to provide comments to the 

Commission on the designation of additional competitive zones in the future. Like the 

regulatory authorities in many other states, the Arizona Commission should not leave the 

fox guarding the hen house, as Qwest’s unilateral designation proposaI would do. 

Q. Could Qwest obtain additional pricing flexibility and ability to respond to 

competition without the need for the competitive zone proposal? 

Yes. The Commission could implement symmetry to the pricing and tariff rules for non 

basic services, most new services or even when making price changes to existing basic 

services. Cox is not opposed to reduced notice periods and streamlined tariff 

requirements for Qwest as long as Cox’s revised competitive safeguards against 

predatory pricing or a price squeeze are implemented. The process governing pricing of 

competitive services outlined in Commission Rule R14-2-1109 and the rate change 

A. 

procedures outlined in Commission Rule R14-2-1 I I O  could be applied to both incumbent 

LECs and competitors as long as Qwest also meets the revised imputation and any other 

price floor requirements. 

Q. Does any other alternative exist for the Commission? 

A. Yes. Qwest’s current price regulation plan has two basic categories of retail services - 

Basic (basket 1) and Competitive (basket 3), The Commission could implement a third 
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retail bucket, called Non-Basic, which would contain all retail services except residential 

basic local exchange services and any services which meet the requirements for 

competitive designation across the state. This bucket would have more pricing flexibility 

than basic services without fully deregulating the services. Also, this new bucket of 

services would still be required to comply with the price floor requirement, but have 

shorter notice periods and no service specific price ceilings. Qwest’s price regulation 

plan in Iowa has a similar feature. 

Q. If the Commission decides to implement some type of competitive zone plan, could 

you please summarize the changes to Qwest’s proposal which should be made? 

Yes. The Commission must make the following changes to Qwest’s proposal. A. 

Implement the price floor or imputation test described above for Qwest. Prices must 

at least cover the sum of the required UNEs and the long-run incremental cost of any 

other required functions to prevent predatory pricing and/or the wholesale - retail 

price squeeze. Qwest cannot be allowed to price below such floors. 

0 Eliminate Qwest’s self-policing or automatic designation of a zone as competitive. 

All proposed competitive zones should be submitted to the Commission to allow the 

Commission and interested parties to ensure compliance with Commission Rule R14- 

2-1 108. All interested parties should be given a chance to comment. 

To avoid confusion and the potential for future complaints, all interested parties must 

have a common understanding of the requirements and process for Qwest to obtain 

competitive zone treatment. The geographic level for any sort of competitive zone 

treatment must be defined consistently across the state at no less than the exchange or 

town level. 

0 
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Q. 

A. 

While it may be necessary for prices and terms to be different inside and outside 

competitive zones, price should not vary across different competitive zones or within 

a specific zone. 

A11 services should not automatically be flexibly priced within a competitive zone. 

Flexibly-priced services should comply with the test in Commission Rule R14-2- 1 108 

and must be available throughout the entire zone. 

The pricing and tariff ruIes for Qwest’s competitive zones should be no less stringent 

than the rules for competitors. 

Mr. Lafferty, given your analysis, does Qwest meet the standards set by the 

Commission for competitive classification in Arizona? 

No. At least two aspects of Commission Rule R14-2-1108 are not met. Section B ( 5 )  of 

the Rule requires the following: 

“The ability of alternative providers to make functionally equivalent or 

substitute services readily available at competitive rates, terms and 

conditions.” 

Qwest has overstated the level of competition in Arizona. Neither wireless nor VoIP 

provisioned services offer functional or price comparability. The ability of competitors 

to use Qwest’s network at prices which will facilitate economic delivery of substitute 

service has been reduced by regulatory and other judicial rulings. Trends and recent 

Qwest results suggest UNE use is already declining. Regulatory uncertainty will limit 

future investment in telecommunications facilities for at least a year. Therefore, the 

Commission cannot find that the conditions of R14-2-1108 (B) ( 5 )  are met. 
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Q. 

A. 

In addition, Commission Rule R14-2-1108 (B) (6) requires the Commission also consider 

the following: 

“Other indicators of market power, which may include growth and shifts 

in market share, ease of entry and exit, and any affiliation between and 

among alternative providers or services.” 

Qwest still possesses significant market power. The high fixed cost of entry and 

operation in the local exchange service market limits the potential supply of truly 

comparable facilities-based competitors. Furthermore, regulatory uncertainty will help to 

sustain and even enhance this market power. The future availability of some UNEs at 

TELRIC rates is questionable; trends suggest UNE use is down. All of these factors 

point to continued market power for Qwest, meaning the conditions of R14-2-1108 (B) 6) 

argue against a grant of the relief proposed by Qwest. 

G. OWEST’S ARIZONA UNIVERSAL SERVICE FUND PROPOSAL 

Mr. Lafferty, Qwest has proposed using funds from the AUSF to recover a portion 

of the costs of providing service in residential zones 2 and 3 and business zone 3. 

Please explain Qwest’s proposal? 

In his testimony, Mr. Teitzel proposed that Qwest be allowed to draw from the AUSF to 

recover what he termed “extraordinary” costs of providing residential service in wire 

centers classified as cost zones 2 and 3 and business service in wire centers classified in 

cost zone 3.49 Mr. Teitzel claims that the purpose for this proposal is to maintain the 

same residential and business recurring rates as in the other cost zones that do not require 

AUSF support. In addition, he believes this proposal will help encourage competition in 

the higher cost zones. 

49 Direct Testimony of David L. Teitzel, page 88. 
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Q. What are cost zones? 

A. Cost zones were developed in Arizona by Qwest and the Commission for the purpose of 

establishing wholesale rates for UNEs and other interconnection services in the wholesale 

cost docket (Docket No. T-00000A-00-0194). These zones represent groups of wire 

centers with similar levels of costs for providing the various UNEs and other 

interconnection services. Qwest has three cost zones in Arizona and accordingly three 

sets of rates for certain interconnection services. 

Q. How has Qwest developed the costs for establishing its proposed draw from the 

AUSF? 

According to the Direct Testimony of Qwest Witness Million, costs were developed 

based on the TSLRIC methodol~gy.~~ The Qwest TSLRIC studies identify the fonvard- 

looking long-run incremental costs that are directly caused by a service or group of 

services plus the costs that are shared among services or groups of services?* The 

intention is to determine the forward-looking costs of replacing the network and other 

facilities required to offer a service or group of services, using the least cost technologies 

that are currently available. Ms. Million’s analysis considers the base TSLRIC costs to 

be the direct costs associated with a specific service or the costs that wouId be eliminated 

if the service was not offered.52 According to the Direct Testimony of Qwest Witness 

Million, for simplicity purposes many of the inputs and underlying assumptions used in 

her proposal in this proceeding are the same as those used in the wholesale cost docket. 

A. 

50 Direct Testimony of Teresa K. Million (Qwest), pages 3-4. 
~d,, page 3. 
I d ,  page 5. 52 

Direct Testimony of F. Wayne Lafferty (on behalf of Cox Arizona Telcom, L.L.C.) 
November 18,2004 

Page 44 

PUBLIC VERSION 



1 Q. 
2 A. 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  Q. 

12 A. 

13 

14 

15 

16 

17 Q. 

18 A. 

19 

20 

21 

22 

23 

I 24 

25 

Did Qwest Witness Million develop any other costs? 

Yes. She also developed network support costs which are shared by a group of services 

such as network administrative and engineering costs. These costs are not specifically 

identifiable with a specific service. Qwest Witness Million adds the shared costs to the 

TSLRIC costs to develop the total direct and shared costs associated with a specific 

service. In addition, Ms. Million presented fully-allocated costs for individual services, 

which include the TSLRIC costs, shared costs and an allocation of common costs often 

referred to as overhead. Therefore, Qwest has presented three sets of costs for certain 

services in this proceeding. 

What is the purpose of the AUSF? 

The main goal of universal service funds in general is to assure the wide spread 

availability of basic telephone service at reasonable rates. The AUSF’s purpose mirrors 

this goal and also strives to “maintain statewide average rates and the availability of basic 

telephone service to the greatest extent possible.”53 

Please explain how the appropriate amount of AUSF is calculated? 

Commission Rule R14-2-1202 provides the official rules for calculating the amount that a 

provider may withdraw from the AUSF. Subsection A of this rule reads as follows 

(emphasis added): 

“The amount of AUSF support to which a provider of basic local 

exchange telephone service is eligible for a given AUSF support area shall 

be based upon the difference between the benchmark rates for basic local 

exchange telephone service provided by the carrier, and the appropriate 

cost to provide basic local exchange telephone service as determined by 

53 Arizona Corporation Commission Decision No. 65472, December 19,2002. 
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the Commission, net of any universal service support from federal 

sources.” 

Therefore, a carrier’s AUSF claim is calculated as the difference between its “benchmark 

rates” and its “appropriate cost.” 

How has Qwest proposed to calculate the AUSF support amount? 

Qwest has proposed that the appropriate “benchmark rates” be determined as the 

statewide local exchange rates currently in effect plus the end user common line charge 

(“EUCL”). Furthermore, Qwest advocates fully-allocated costs as the “appropriate 

 COS^.^'^^ Therefore, the amount of AUSF proposed to be obtained by Qwest is the 

difference between its current basic local exchange rates plus the EUCL and its proposed 

fully-allocated costs of providing these services. Residential and business proposed 

benchmark rates, costs and resulting AUSF amounts have been separately determined. 

Is Qwest’s choice for the “appropriate cost” appropriate? 

No. For large local exchange companies, Section R14-2-1202 (D) of the Commission’s 

rules provides the process for establishing the costs. This rule section reads as follows 

(emphasis added): 

“For a large local exchange carrier, the AUSF support area shall be U.S. 

census block groups, and the appropriate cost of providing basic local 

exchange telephone service for purposes of determining AUSF support 

shall be the Total Service Long Run Incremental Cost. In the event that the 

FCC adopts a somewhat different forward-looking costing methodology 

and/or a different geographic study/support area for the Federal universal 

service fund program, a local exchange carrier may request a waiver from 

54 Direct Testimony of Teresa K. Million, pages 21 and 24. 
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this rule in order to utilize the same cost study methodology and/or 

geographic study areas in both jurisdictions. Any request for AUSF 

support by a large local exchange carrier shall include a Total Service 

Long Run Incremental Cost study, or cost study based on FCC adopted 

methodology, of basic local exchange service. The cost study shall be 

developed and presented in a manner that identifies the cost for the 

individual support areas for which AUSF funding is being requested.” 

Qwest Witness Million’s choice of fully-allocated costs violates the specific requirement 

that Qwest use TSLRIC to calculate its costs. Her choice also appears to contradict 

Qwest Witness David L. Ziegler’s testimony. Mr. Ziegler appears to understand the 

process for calculating AUSF funding when he states the following: 

“Qwest proposes that the difference between the TSLRIC of basic 

residential local exchange service in UNE Zone 2 and the sum of the 1FR 

rate and the FCC Customer Access Line Charge in Zone 2 be recovered 

from the AUSF.”55 

Mr. Ziegler correctly identifies TSLRIC as the appropriate cost methodology for 

calculating AUSF. 

Q. 

A. 

What is the impact of using fully-allocated costs as opposed to TSLRIC? 

Since fully-allocated costs include an allocation of shared and common costs, the level of 

costs is higher than TSLRIC-based costs, expanding Qwest’s proposed AUSF draw and 

creating a large impact on other carriers and their customers who fund the AUSF. 

Direct Testimony of David L. Ziegler, pages 12 (emphasis added). 55 
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Q. 

A. 

Q- 

A. 

What would be the impact of changing the “appropriate costs” to TSLFUC as 

required by Commission rules? 

All else being equal, Qwest’s proposed AUSF draw would decrease from $64.04 million 

to no more than $24.5 million. This amount was calculated by replacing the fully- 

allocated costs in Qwest Witness Million’s Exhibit TKM-02 with the TSLRIC costs she 

presented in Exhibit TKM-01. In a couple of instances, for business packages, Ms, 

Million had included costs for both the business local exchange line and features?6 Since 

TSLRIC costs were not presented in her exhibit for these features, I retained the fully- 

allocated cost amounts used by Qwest Witness Million. Thus, I have likely overstated 

the TSLRIC-based AUSF draw amount. My calculations are shown in Proprietary 

Exhibit FWL-2. It is important to note that the $24.5 million amount shown on my 

exhibit assumes the “benchmark rates” are not changed from the Qwest proposal. 

As you noted, Section R-14-2-1202 (D) of the Commission’s rules requires the AUSF 

support area to follow U.S. census block groups (“CBGs”). Has Qwest complied 

with this aspect of the Commission’s rules? 

According to Qwest Witness Million, Qwest used the same inputs and cost model, HA1 

Cost Model, as used by the Commission in the TELRIC cost docket (Docket No. T- 

OOOOOA-00-01 94).57 This model developed loop costs based on CBG information. Thus, 

the inputs appear to be consistent with the Commission’s AUSF rules. However, it is 

unclear whether the cost zones used by Qwest to distinguish the customer lines which 

would be supported by the AUSF also follow CBGs. Since Qwest has correctly proposed 

that any AUSF support it receives in the higher cost zones be portable, the Commission 

should ensure that these zones are defined by CBG boundaries and that only high cost 

Direct Testimony of Teresa K. MiUion, page 23 and Exhibit TKM-02. 
Direct Testimony of Teresa K. Million, page 23. 

56 

57 
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3 

CBGs receive funding. Competitors must understand the boundaries for the zones to be 

able to determine whether they qualify to be considered for any AUSF. 

4 Q. Qwest has proposed its AUSF support would be portable to competitors. Are 

5 

6 A. 

7 Request for AUSF Support 

8 

competitors automatically eligible for AUSF? 

No. Commission Rule Section R14-2-1203 reads as follows (emphasis added): 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

A provider of basic local exchange telephone service may request that the 

Commission authorize AUSF support with a filing under R14-2-103 or 

other method as the Commission may prescribe, and upon compliance 

with all applicable rules set forth in R14-2-1101 through - R14-2-1115. A 

request for AUSF support shall include a statement describing the need for 

such funding. The Commission shall determine the appropriate cost of 

providing basic local exchange service for each AUSF support area for 

which AUSF support is requested and shall calculate in accordance with 

R14-2-1202 the amount of AUSF support, if any, to which the appIicant is 

entitled. 

Rule Section R14-2-103 appears to be the rate case rules in Arizona. This rule section 

21 

22 

23 

24 

outlines the various cost schedules which must be submitted to justify rate changes in a 

traditional rate case or determine the valuation for telecommunications property. Some 

of these schedules include accounting data and follow the accounting rules traditionally 

used by incumbent local exchange carriers. Sections R14-2-1101 through R14-2-1115 

25 

26 

provide the rules for competitive teIecommunications services. While a competitor likely 

complies with the rules for competitive telecommunications carriers, in the normal course 
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of business, most competitive LECs are not required to maintain their accounting data in 

the same format as Qwest. Developing the necessary data to comply with Section R14-2- 

103 would be difficult for many competitors. The administrative burdens would likely 

outweigh the benefits from receiving AUSF support. Therefore, it is unlikely many 

competitors would be able to automatically receive AUSF as suggested by Qwest. 

Q. 

A. 

Is Qwest’s choice for the “benchmark rate” appropriate? 

Not necessarily. Whether the Commission accepts Qwest’s use of fully-allocated costs or 

the TSLRIC costs required by Commission rules, the benchmark rate must also be 

reasonable. Though past Commission decisions have strived to “maintain statewide 

average rates and the availability of basic telephone service to the greatest extent 

possible,”58 there is not a hard and fast rule which requires averaged rates for basic local 

exchange service across all of Arizona. Qwest appears to agree that the Commission has 

the authority to permit basic local exchange rates to vary across different geographic 

areas in the state. One of the cornerstones of its competitive zone proposal is the ability 

to establish de-averaged prices from competitive zone to competitive zone and between 

competitive and non-competitive areas in its operating territory. Given that Qwest has 

demonstrated through its cost studies that costs vary significantly among different CBGs 

and since the Commission has approved different wholesale UNE Loop rates for different 

cost zones, precedence exists for setting retail rates higher in markets where the cost of 

service is higher. Before placing a multi-million dollar burden on the customers of the 

many LECs, IXCs and wireless companies that fund the AUSF, the Commission should 

consider setting the base rates in the higher cost zones to more closely align basic local 

exchange service rates with costs. 

I 25 

Arizona Corporation Commission Decision No. 65472, December 19,2002. 
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Do any of Qwest’s other pricing proposals deserve comment? 

Yes. Qwest has proposed the elimination of the zone 1 and 2 increment charges. Based 

on information provided by Qwest, these charges are assessed on customers outside the 

base rate area within an exchange.’’ The zone increments appear to compensate Qwest 

for the higher cost of serving customers located farther from the center of the exchange - 

likely customers with longer loop lengths in less dense areas. If one of Qwest’s stated 

goals is to more closely align rates and costs, the zone increment proposal would appear 

contradictory. In response to discovery, Qwest indicated that the elimination of the zone 

increment charges would reduce revenue by (begin proprietary} (end proprietary} .60 

This revenue could be used to offset some of the AUSF draw regardless of how that draw 

was calculated. 

Do you have any other comments about the proposal to use AUSF money to offset 

part of the cost of service in this proceeding? 

Yes. Qwest has proposed an overall incremental revenue requirement of $322 million in 

this proceeding.6l Qwest has proposed drawing $64.04 million from the AUSF to 

partially recover this incremental revenue requirement. 1 have calculated a lower AUSF 

amount and suggested additional changes which could further reduce the impact on the 

AUSF. To the extent the revenue requirement proposed by Qwest is reduced, the need 

for funding from the AUSF might also be reduced. 

59 Qwest’s response to Cox Request No. 2-30. 
Qwest’s response to Cox Request Nos. 2-33 and 2-34. 

Direct Testimony of Philip E. Grate (Qwest), page iii. 
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Q. Do you have any comments about the implications of Qwest’s proposals for 

withdrawing AUSF money on the actual funding of the AUSF? 

Yes. Qwest’s proposed use of the AUSF will increase the need for a larger fund 

significantly and hence increase the funding burden on the customers of other 

telecommunications providers in Arizona, including those of Qwest’s competitors. 

Before increasing this burden, the contribution process should be addressed. Currently 

the AUSF is collecting 50% of its total receipts from customers of the providers of basic 

“local exchange services” such as incumbent LECs, competitive LECs and wireless 

companies based on the number of access lines and interconnection trunks in place. The 

contribution from wireless carriers is based on the number of interconnecting trunks 

obtained from the local access provider by the wireless provider in conjunction with a 

conversion factor to determine the contribution from wireless providers using a surcharge 

on such interconnecting trunks. The other 50% is collected from interexchange carriers 

(“IXCs”) based on each IXC’s percentage of intrastate toll revenues. 

A. 

There are three inherent problems with this methodoIogy. First of all, not all providers of 

“basic local exchange services” are treated equally. Contributions from wireless carriers 

are based on a formula that converts interconnection trunks to lines. As Qwest points 

out, the number of wireless subscribers has increased significantly in recent years; 

wireless companies must share appropriately in the burden of contributing to the AUSF. 

In addition, the number of interconnection trunks provided by different LECs can vary 

significantly based on traffic patterns, especially for ISP traffic. 

Second, some non-network based local exchange companies may not contribute at all. It 

appears that providers relying upon VoIP technology and not deploying their own 

network facilities will not be required to contribute to the AUSF. If Qwest is correct and 
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these companies are serving an increasing number of customers, “basic local exchange 

service” providers that have buiIt their own networks would be treated in a discriminatory 

manner without changes to the AUSF funding process. 

Third, toll revenues are decreasing and are no longer a reliable means of funding the 

AUSF. Wireless 

companies now carry a lot of traffic previously handled by IXCs. The allocation of 

revenue from packages or bundles which include local, toll and broadband services to the 

various revenue categories is arbitrary at best. Thus, toll revenues may not provide an 

accurate or sustainable source of future AUSF funding. 

The distinction between toll and local revenue is disappearing. 

Q. 

A. 

Does Cox have a proposal to address these concerns? 

Yes. Before increasing the size of the AUSF, the Commission should modify the AUSF 

rules to more fairly distribute the contribution burden. Contributions should be based on 

working telephone numbers which are easily measured and must be in place for 

customers to receive telephone service regardless of the technology. It would be fairly 

simple for the administrator to divide the AUSF funding requirement by the number of 

working telephone numbers in the state. This methodology would be service provider 

and technology neutral. As an alternative, the Commission could divide the contribution 

burden for any one number between the customer’s chosen local exchange carrier and his 

or her IXC(s). This alternative would retain a contribution requirement from the toll 

providers. Cox recommends these changes be made prior to allowing Qwest to use the 

AUSF to fund any of its revenue requirement in this proceeding. 
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Q. 

A. 

Do you have any other comments concerning Qwest’s AUSF proposal? 

Yes. Under some circumstances the use of the AUSF to fund some of Qwest’s revenue 

requirement may be appropriate. Similar to the federal fund, the AUSF is an approved 

cost recovery mechanism established to help maintain affordable basic local exchange 

service rates. However, as the marketpiace becomes more competitive, the Commission 

must use caution to ensure that the AUSF does not become a tool for Qwest to replace 

any revenue it might lose to competition. Thus, AUSF receipts must really be portable to 

competitors, and the calculation of need must be driven by cost recovery and not revenue 

recovery. Qwest should not be allowed to merely shift the sources of its revenues from 

its end-user customers to its competitors and their customers. No telecommunications 

service provider’s competitive losses, including Qwest’s, should be subsidized by the 

AUSF. 

H. NEW SERVICES 

Q. Qwest Witness Teitzel has proposed to treat all new Qwest services as competitive. 

Do you agree? 

Not necessarily. Competitive services by definition must have comparable alternative 

providers. To make a blanket determination that another provider is offering a 

comparable service to any service or bundle of services that Qwest might introduce is a 

leap of faith. As opposed to automatically classifying new services as competitive, 

Qwest should be required to make a showing to the Commission pursuant to Rule R14-2- 

1108 that a new service deserves such treatment when the service is introduced. The 

Commission does not have to hold up introduction of a new service while it addresses 

Qwest’s petition or other filing requesting competitive classification, but some formal 

action by the Commission should be required before a service is deemed competitive and 

price deregulation is authorized. There is no need for the Commission to abdicate its 

authority over pricing as a prerequisite to customers receiving the choices provided by a 

A. 
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new service offering that may or may not be deemed competitive. In addition, new 

services should not be declared competitive on a statewide basis. Once the Commission 

has determined that a specific zone is competitive, new services which are held to be 

competitive should be identified as such only in the specific competitive zone(s). 

Q. 

A. 

Does an alternative to competitive classification exist? 

Yes. As previously mentioned, similar to some other states, the Commission could 

establish a new basket of services to contain non basic services that are also not 

competitive. This basket would provide increased pricing flexibility and be subject to 

more symmetrical tariff and notice rules than basic services, but still permitting the 

Commission some level of oversight. This new category could be used for a new service 

during a transitional period while the Commission determines whether the new service is 

in fact competitive or not. 

I. PROMOTIONS 

Q. Should Qwest be permitted unlimited or unsupervised use of promotions to respond 

to alleged competition? 

A. No. As discussed above, Qwest still retains significant market power in Arizona. As 

competition emerges, Qwest should have the ability to respond, but the appropriate 

competitive safeguards must be followed. Cox is not opposed to allowing Qwest 

symmetrical tariff and notice requirements to those of competitors as long as Qwest is 

required to certify and provide cost justification if necessary to demonstrate that the price 

floor or imputation test I advocated earlier is met. However, the Commission must retain 

the authority to investigate Qwest’s pricing and any related complaints and take the 

appropriate action to correct any anti-competitive behavior, including requiring refunds 

to competitors should Qwest use a promotion to price in a predatory manner or to create a 

price squeeze. 
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1 J. SUMMARY OF RECOMMENDATIONS 

2 Q. 

3 price regulation plan? 

Could you please summarize your recommendations regarding Qwest’s proposed 

4 A. 

5 

6 

7 

8 

9 proposes the following changes. 

Yes. As noted above, the continuing market power of Qwest, the fragile state of 

competition and the regulatory and legal turmoil require the Commission to modify 

Qwest’s proposals. However, with a few essential modifications Qwest’s proposed Price 

Regulation Plan could be implemented. Therefore, to protect consumers from anti- 

competitive pricing and give competition a chance to really work in Arizona, Cox 

10 

11 

12 Qwest’s competitive zone proposal. 

0 The current level of competition and the increasing regulatory uncertainty about the 

availability of competitive alternatives in the future requires the Commission to deny 

13 

14 

15 

16 Commission rules. 

0 Subject to the changes noted below, the amount of AUSF requested by Qwest to 

offset a portion of its revenue requirement should be reduced from $64.04 million to 

no more than $24.5 million to reflect the proper costs pursuant to existing 

17 

18 

19 

20 

21 

22 

23 

*:e The calculation of AUSF shouId be based on the TSLRIC costing methodology 

that is required by Commission rule instead of fully-allocated costing as proposed 

by Qwest. 

*:* The use of AUSF withdrawals to cover Qwest’s revenue requirement should not 

be permitted until the AUSF funding mechanism has been restructured to be 

based on working telephone numbers instead of revenues to make the fund more 

competitively neutral and sustainable. 
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*:* The Commission should verify that only high cost CBGs will receive AUSF 

support. 

*:* The Commission should consider establishing rates for higher cost areas that 

more closely match the costs of providing the service within a framework 

consistent with Federal and State statutes and related rules concerning the pricing 

of services in rural markets. 

0 As long as Qwest requires AUSF support to offset part of its revenue requirement, 

Qwest should retain the zone 1 & 2 increments to help maintain more alignment of 

rates and costs. 

0 New services should not be designated as competitive without a specific finding by 

the Commission. 

0 Commission oversight of Qwest’s promotions, which involve services not deemed 

competitive, should continue. 

Should the Commission determine that some form of a competitive zone proposal is 

appropriate, the following changes to Qwest’s proposal should be made: 

0 The designation of competitive zones should be limited to specific complete 

exchange or town. Competitive zones should not be permitted for geographic areas 

less than a town or exchange. 

0 Only specific services within a zone for which competition exists should be deemed 

competitive. 
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Pricing and tariff requirements for Qwest services within a competitive zone should 

follow the rules for competitors under Commission Rule Sections R14-2-1109 and 

3 R14-2-1110. 

4 

5 zone itself. 

Prices should be consistent across all competitive zones and within a competitive 

6 

7 

8 

A price floor defined by the sum of the prices of the unbundled network elements that 

are utilized to provision the service plus the long-run incremental cost of any other 

required network functions should be established for all competitive services. 

9 

I O  

11 

The Commission should specifically make its own determination of whether any 

additional competitive zones proposed by Qwest should be approved. Interested 

parties should have the opportunity to comment on any such proposal. 

12 L. CONCLUSION 

13 Q. Does this conclude your Direct Testimony? 

14 A. Yes. 
15 

16 
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A. IDENTIFICATION AND QUALIFICATION O F  WITNESS 

What is your name and business address? 

My name is F. Wayne Lafferty and my business address is 2940 Cedar Ridge Drive, 

McKinney, Texas 75070. 

By whom are you employed? 

I am a Director of the Barrington-Wellesley Group, a full service management consulting 

firm serving the telecommunications and public utility industries. 

Mr. Lafferty, on whose behalf are you testifying in this proceeding? 

My testimony is presented on behalf of Cox Arizona Telcom, L.L.C., which is a 

facilities-based provider of local telecommunications services in Arizona. 

Are you the same F. Wayne Lafferty who filed Direct Testimony in this proceeding? 

Yes 

B. PURPOSE OF SURREBUTTAL TESTIMONY 

Mr. Lafferty, what is the purpose of your Surrebuttal Testimony? 

My surrebuttal testimony provides the Arizona Corporation Commission (“Commission”) 

with a response to some of the issues raised in the rebuttal testimonies of several of the 

Qwest Witnesses as well as comments on a few of the issues in the direct testimonies of 

some of the Staff testimony in this proceeding. Specifically my testimony addresses the 

responses of the Qwest witnesses to the concerns and recommendations I outlined in my 

direct testimony related to: (i) the level of competition and Qwest’s market power in 

Arizona; (ii) Qwest’s competitive zone proposal; and (iii) Qwest’s Arizona Universal 

Surrebuttal Testimony of F. Wayne Lafferty (on behalf of Cox Arizona Telcom, L.L.C.) 
January 12,2005 

Page 1 

PUBLIC VERSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Service Fund (“AUSF”) proposal. In addition, I comment on a few of the 

recommendations regarding Qwest’s competitive zone proposal made by the Staff. 

C. SUMMARY OF TESTIMONY 

Q. 

A. 

Please provide a summary of your Direct Testimony. 

Qwest Witness Teitzel continues to significantly overstate the threat to Qwest from 

competition. As expected, the FCC has eliminated competitive LEC access to unbundled 

switching and the unbundled network platform (“UNE-P”) and increased the prices for 

many of the remaining customers. While Qwest offers an alternative commercial 

product, the cost to competitive LECs is higher, making the margins negative for 

competitors in most instances. Recent data published by the FCC indicates that 

competitive LEC access line and market share growth has slowed significantly since the 

FCC announced the potential elimination of unbundled switching. 

Qwest has provided no real evidence to dispute Cox’s position that wireless and VoIP are 

not comparable alternatives to basic wireline telephone service. Qwest’s efforts to 

convince the Commission that wireless is a substitute have no merit, and the FCC has 

recently reconfirmed its conclusion that wireless is not replacing wireline service in any 

significant way. Wireless cannot be considered comparable to wireline service, 

especially for customers choosing just basic local residential service. The Staff has 

confirmed Cox’s position that VoIP is in its infancy and does not offer a significant threat 

to Qwest. In addition, Mr. Teitzel mischaracterizes Cox’s suggestion that DSL is the 

main reason Qwest’s access line count has decreased. DSL service has replaced some 

traditional switched access lines, but it is one of many factors changing the nature of a 

telephone company’s revenues. 
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Mr. Teitzel’s suggestion that shifting customers from retail to wholesale service solely 

results in significant negative revenue implications is unsupported. He does not include 

the expense reduction implications, nor does he provide any support for the percentage of 

revenue lost when a retail customer becomes served using wholesale network elements. 

Data presented by RUCO Witness Johnson actually suggests that Regional Bell 

Operating Company (“RBOC”) costs have declined faster than their prices since the 1996 

Act was passed. 

Qwest has not provided any new evidence that its competitive zone proposal should be 

accepted by the Commission at this time. Cox supports Staffs recommendation that all 

of the issues regarding competitive zones be handled in a separate dedicated proceeding 

so that the Commission can adequately address the required competitive safeguards on a 

more generic basis. Qwest admits rate de-averaging is a likely result of the competitive 

zone proposal; however, Qwest understates the degree to which rates will likely vary both 

within a zone and across the state. The bottom line is that wide spread rate de-averaging 

could easily result under Qwest’s plan. The Staff confirms Cox’s position that 

establishing competitive zones on a wire center basis would not be appropriate for 

customers. Mr. Teitzel suggests the threat of competitive re-entry would restrict any 

predatory pricing; however, he fails to acknowledge the high fixed cost of entry that 

would be hard for potential competitive LECs to overcome, especially ones that had 

previously been predatorily priced out of the market. Even if a competitive LEC already 

had facilities in the market, the transaction costs of market entry discussed by Dr. 

Johnson on pages I 19 and 120 of his direct testimony would pose a barrier. Moreover, 

re-entering CLECs would have to overcome the stigma of their initial exit from the 

market. In addition, the sustainability of high transaction costs and the implications for 

poor competitive LEC margins would discourage re-entry. 
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Both Qwest and Staff fail to reflect the need to better align the Commission’s imputation 

test with the nature of the competitive market. As long as UNEs continue to be an 

important source of competitive entry, Qwest’s retail prices for competitive service and 

bundles which include any competitive services must cover, at a minimum, the sum of 

the prices of the unbundled network elements that are utilized to provision the service 

plus the long-run incremental cost of any other required network functions for all 

competitive services. Staff also correctly determines that Qwest’s competitive zone 

proposal would result in circumstances where Qwest had more pricing and regulatory 

flexibility than competitive LECs. This gap must be eliminated. Clearly, Staff is correct 

that further analysis of Qwest’s competitive zone proposals is required. 

Mr. Teitzel’s dismissal of Cox’s proposal to reform the contribution mechanism for the 

Arizona Universal Service Fund (“AUSF”) is misguided. On the one hand, Qwest 

proposes a 77-fold increase in the fund. On the other hand, Qwest proposes the existing 

contribution mechanism, which raises the over $64 million required to meet Qwest’s 

proposed draw from the AUSF, does not need to be reviewed. Given the magnitude of 

AUSF money requested by Qwest, the entire AUSF should be reviewed. 

Qwest Witness Million appears to confuse Cox’s concerns with the use of TSLRIC as a 

price floor with the actual calculation of the TSLRIC costs. While Ms. Million’s 

testimony suggests Qwest’s TSLRIC studies are not completely based on the proper UNE 

costing methodology, Cox is not concerned with the amount of the resulting costs at this 

time. However, as already discussed, Qwest’s proposal to use TSLRIC as a price floor is 

inappropriate to remove the threat of a retail -wholesale price squeeze. 
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D. RESPONSE TO OWEST WITNESS DAVID L. TEITZEL CONCERNING THE 

LEVEL OF COMPETITION 

Mr. Teitzel claims all the evidence in the marketplace suggests competition is 

growing significantly. Are you aware of any recent evidence which shows the 

growth of competition may be slowing? 

Yes. In my direct testimony I cite several serious obstacles to the outlook for real 

competition for Qwest’s wireline service. In addition, some more recent information is 

available which reinforces the fragile state of competition in Arizona. On December 22, 

2004 the FCC issued a report providing data concerning the level of competition as of 

June 30,2004 (“December 2004 Local Competition Report”)’. Based on the information 

presented by the FCC, the growth of competitive LEC access lines in Arizona for the six 

months ended June 30,2004 was less than half the level for the prior year. Over the same 

period the growth in competitive LEC market share also decreased by over 50% from the 

prior year. Interestingly, the rate of reduction in the number of incumbent LEC access 

lines in Arizona for the same period also decreased. These trends confirm the concerns 3 

raised in my direct testimony. 

Q. 

A. 

Q. 

A. 

Are you aware of any factors which might have contributed to this steep decline? 

Yes. As I mentioned in my direct testimony there has been a high degree of uncertainty 

regarding the future availability of certain unbundled network elements (“UNEs”), 

especially unbundled switching and the UNE-P which includes switching. Since the 

Triennial Review Order (“TRO”)* and the resulting DC Circuit Order3 were issued, the 

’ See Federal Communications Commission Releases Data on Local Telephone Competition, December 22,2004 
(hereinafter referred to as the December 2004 Local Competition Report”). 

See In the Matter of UnbundledAccess to Network Elements, WC Docket No. 04-3 13, Review of the Section 251 
Unbundling Obligatioms of Incumbent Local Exchange Carriers, CC Docket No. 01 -338, Order and Notice of 
Proposed Rulemaking, FCC-04-179,y 1 (rel. August 20,2004) (hereinafter referred to as the “TRO). 

See U.S. Telecom Ass’n v. FCC, 359 F.3d 554 @.C. Cir. 2004) (hereinafter referred to as the “DC Circuit Order”). 3 
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industry has not had firm regulatory guidance regarding the availabiIity or pricing for 

these elements. Speculation by carriers and investors has been that unbundled switching 

and the UNE-P would at a minimum cost significantly more and possibly be eliminated 

entirely. On December 15, 2004, the FCC determined that “Incumbent LECs have no 

obligation to provide competitive LECs with unbundled access to mass market local 

circuit ~witching.”~ The FCC “adopted a twelve month transition plan for competing 

carriers to transition away from use of unbundled mass market local circuit switching.”’ 

Furthermore, the FCC’s decision prohibited competitive LECs from adding new UNE 

switching (or UNE-P) customers and set higher rates for remaining UNEs during the 

transition period! Therefore, as expected the WE-P  has been eliminated and any new 

alternatives wilI be more expensive at the least. 

Do competitive LECs rely heavily on the UNE-P to serve customers? 

Yes. On a national basis 80% of the access lines served by competitors using UNEs were 

based on purchase of the UNE-P or UNE switching7 By applying this percentage to the 

total number of competitive LEC access lines in Arizona which were provisioned using 

UNEs (267,65 l)*, one can calculate that approximately 214,121 competitive LEC access 

lines require the UNE-P or UNE switching. These access lines represent over 26% of the 

See FCC Adopts New Rules for Network Unbundling Obligations of Incumbent Local Phone Carriers, FCC Public 4 

Notice, (rei. December 15,2004). 
M. 
Id. Rates for UNE-P will be based on “the higher of (1) the rate at which the requesting carrier leased that 

combination of elements on June 15,2004, plus one dollar, or (2) the rate the state public utility commission 
establishes, if any, between June 16,2004, and the effective date of this Order, for this combination of elements, 
plus one dollar.” 

21,429,000 total UNEs = 80%. 

6 

Calculated from the data in the December 2004 Competition Report, table 4. 17,136,000 UNEs with switching / 

December 2004 Local Competition report, table 10. 
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competitive LEC access lines in Arizona.’ Clearly, significant numbers of competitive 

LEC access lines and customers have been impacted by the FCC’s recent actions. 

Q. Will the FCC’s December 15’b decision concerning future UNE availability and 

prices have any other implications for the level of competition? 

Yes. Based on information in the FCC’s December 15, 2004 Public Notice, in certain 

markets high capacity unbundled loops (DS-1 and DS-3 levels) will no longer be 

available at TELRIC rates. In the markets where impairment still exists and unbundled 

high capacity loops are still available, the rates will increase by at least 15% in most 

cases. Therefore, many customers will likely experience a combination of fewer options 

for local telephone service and higher prices. 

A. 

Q. 

A. 

Does Qwest offer an alternative for the UNE-P? 

Not really. Mr. Teitzel mentioned that Qwest has offered a commercial product, the 

Qwest Platform Plus (“QPP”) as a replacement for competitive LECs which would prefer 

to still use Qwest’s switching facilities.” However, the QPP is not priced using TELRIC 

based rates and, as the following tables shows, will cost competitors more. 

Existing UNE-P Costs” 

Component Zone 1 Zone 2 Zone 3 
UNE Loop $ 9.05 $14.84 $36.44 
UNE Line Port $ 2.44 $ 2.44 $ 2.44 
UNE Local UsageI2 $ 0.79 $ 0.79 $ 0.79 

Calculated from data in the December 2004 Competition Report, tables 4 and 8. 214,121 competitive LEC lines 9 

with UNE-P or UNE switching / 814,194 total competitive LEC lines = 26.29%. 
See Rebuttal Testimony of David L. Teitzel, December 20,2004, page 52. 
See Qwest Statement of Generally Acceptable Terms (“SGAT’) 
The local usage and shared transport revenue per line is based on the average number of minutes per month per 

line developed from Qwest’s responses to Cox Request 2-23 and 2-24. Qwest reported {begin proprietary){end 
proprietary) calls per month for residential lines and {begin proprietary}{end proprietary) calls per month for 
business lines. m e s t  reported {begin proprietary} (end proprietary} minutes per call for residential lines and 
{begin proprietary){end proprietary} minutes per call for business lines. These amounts result in {begin 

IO 

I 1  
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UNE Shared Transport $ 0.67 $ 0.67 

Total $12.95 $1 8.74 

Qwest Platform Plus Costs (2005) I 3  

Component Zone 1 Zone 2 
UNE Loop $ 9.05 $14.84 
QPP Line Port $ 4.00 $ 4.00 
UNE Local Usage14 $ 0.79 $ 0.79 
UNE Shared Transport $ 0.67 $ 0.67 

Total $14.51 $20.30 
% Increase over W E - P  12.05% 8.32% 

Owest Platform Plus Costs (2007) I5 

Component Zone 1 Zone 2 
UNE Loop $ 9.05 $14.84 
QPP Line Port $ 4.84 $ 4.84 
QPP Local UsageI6 $ 0.79 $ 0.79 

$ 0.67 

$40.34 

Zone 3 
$36.44 
$ 4.00 
$ 0.79 
$ 0.67 

$4 1.90 
3.87% 

Zone 3 
$36.44 
$ 4.84 
$ 0.79 

proprietary}{end proprietary) minutes per month for residential lines and {begin proprietary} {end proprietary} 
minutes per month for business lines. When weighted by the % of residential ({begin proprietary}{end 
proprietary}) and business ({begin proprietary}{end proprietary}) access lines in the state, the result is {begin 
proprietary} 815.9 {end proprietary} minutes per month for the average call in Arizona. The percentage of 
business and residential lines were derived from Qwest’s response to Cox Request 2-2. 
l3 See m e s t  Statement of Generally Acceptable Terms (“SGAT”) for UNE loop rate and @est Platform Plus 
(QPP) Rate Sheet -Arizona for the QPP Line Port, Local Usage and Shared Transport rates. 
l 4  The local usage and shared transport revenue per line is based on the average number of minutes per month per 
line developed from Qwest’s responses to Cox Request 2-23 and 2-24. Qwest reported {begin proprietary}{end 
proprietary} calls per month for residential lines and {begin proprietary}{end proprietary} calls per month for 
business lines. Qwest reported {begin proprietary}{end proprietary} minutes per call for residential lines and 
{begin proprietary}{end proprietary} minutes per call for business lines. These amounts result in {begin 
proprietary}{end proprietary} minutes per month for residential lines and (begin proprietary}{end proprietary} 
minutes per month for business lines. When weighted by the % of residential ({begin proprietary}{end 
proprietary}) and business ({begin proprietary} {end proprietary)) access lines in the state, the result is {begin 
proprietary}{end proprietary} minutes per month for the average call in Arizona. The percentage of business and 
residential lines were derived from Qwest’s response to Cox Request 2-2. 

See @est Statement of Generally Acceptable Terms (“SGAT”) for UNE loop rate and @est Platform Plus 
(QPP) Rate Sheet - Arizona for the QPP Line Port, Local Usage and Shared Transport rates. 
l6 The local usage and shared transport revenue per line is based on the average number of minutes per month per 
line developed from Qwest’s responses to Cox Request 2-23 and 2-24. Qwest reported {begin proprietary}{end 
proprietary) calls per month for residential lines and {begin proprietary){end proprietary} calls per month for 
business lines. Qwest reported {begin proprietary} {end proprietary} minutes per call for residential lines and 
{begin proprietary}{end proprietary) minutes per call for business lines. These amounts result in {begin 
proprietary}{end proprietary} minutes per month for residential lines and {begin proprietary}{end proprietary} 
minutes per month for business lines. When weighted by the % of residential ({begin proprietary}{end 
proprietary}) and business ({begin proprietary}{end proprietary}) access lines in the state, the result is {begin 

15 
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QPP Shared Transport $ 0.67 $ 0.67 $ 0.67 

Total $15.35 $21.14 $42.74 
% Increase over UNE-P 18.53% 12.8 1 Yo 5.95% 

In all cases, the QPP rates will be higher than Qwest’s $13.18 IFR retail rate. Even 

before the competitor accounts for its own expenses for systems, marketing, accounting, 

regulatory and legal, etc ... the margin will be negative. While some customers may 

purchase other services such as switch features to provide limited opportunities for some 

positive margin in zone 1, it is unlikely other sources of revenue will close the gap in 

zones 2 and 3. In fact, Mr. Teitzel acknowledges the “vast majority” of Qwest’s UNE 

loops are in zone 1 where the “costs are the I o ~ e s t . ~ ~ ’ ~  Customers in zones 2 and 3 

already have fewer opportunities for competitive choice. The elimination of UNE-P and 

the higher QPP rates will only make the situation more ominous for customers in these 

two zones. In addition, the (begin proprietary} 30.1% (end proprietary}” of Qwest 

retail residential customer lines which have chosen not to purchase any other services 

such as features will likely not provide attractive opportunities for competitors, and 

therefore will find few alternatives for basic local service other than Qwest. 

Q. 

A. 

Has the real impact of the FCC’s recent UNE decision been felt by competitors? 

No. This decision was just made on December 15, 2004, and the written order has not 

even been published. The UNE rate increases have not yet been implemented. As noted 

above, the FCC reported data on the level of competition at the end of June 2004 which 

showed a significant reduction in competitive LEC growth. As 2005 progresses and the 

full impact of higher UNE rates (to the extent the UNEs even remain available) is felt by 

proprietary}{end proprietary} minutes per month for the average call in Arizona. The percentage of business and 
residential lines were derived from Qwest’s response to Cox Request 2-2. 
’ I  See Rebuttal Testimony of David L. Teitzel, December 20,2004, page 37. 

See Qwest’s response to Cox Request No. 4-001. 18 
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competitive LECs, further reductions are likely. AT&T has announced it will no longer 

market residential basic local wireline service nationwide. Mr. Teitzel suggests that there 

are no facts supporting the potential for a reduction in the level of competition. However, 

the trends in the FCC’s competition reports, the FCC’s decision to eliminate UNE-P and 

the higher QPP prices are completely factual. 

Q. On page 52 of his Rebuttal Testimony, Mr. Teitzel suggests the FCC’s 

determination that competitors are not impaired without access to incumbent LEC 

unbundled switching is a conclusion that competition is flourishing. Do you agree? 

No. As the analysis of the FCC’s December 2004 Competition Report discussed earlier 

shows, UNE-P is a significant source of competition. In addition the FCC’s report 

showed slowing growth in competitive LEC access lines. While the FCC may have 

concluded that competitive LECs had adequate alternatives for mass market switching, 

the FCC could not have concluded that competition was flourishing. The FCC’s own 

report suggests otherwise. In addition, the Staffs analysis of competition in many of the 

wire centers proposed by Qwest for competitive zone designation shows little evidence of 

significant competition.’’ 

A. 

Q. Does the Staff of the Arizona Corporation Commission (“Staff”) make any 

conclusions regarding the level of competition in Arizona? 

Yes. Staff Witness Armando Fimbres states the following: A. 

“. ..the competitive gains in the nearly 9 year window since the 96 
Telecom Act was passed highli ht slow progress with little support 
that acceleration is imminent.’y2 4 

Staff Witness Matthew Rowel1 concludes the following: 

See Direct Testimony ofMatthew Rowell, November 18,2004, pages 35-39. 19 

2o See Direct Testimony ofArmand0 Fimbres, November 18,2004, page i. 
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b b . .  .the telecom market in Arizona is highly concentrated and that 
Qwest retains the dominant position.”*’ 

“However, Staff does not believe that the evidence supports the 
conclusion that the market is vibrantly competitive and that no 
consumer protections are needed.’”2 

The Staffs conclusions align with my analysis. I agree with Mr. Rowell that the level of 

competition warrants that consumer protections be adopted as a condition of granting any 

relief for Qwest from current regulatory requirements. As noted in my direct testimony, 

should the Commission determine that some form of competitive zone proposal be 

implemented for Qwest, strict predatory pricing controls and other consumer protections 

must be included. 

Q. Mr. Teitzel continues to suggest that VoIP and wireless service are competitive 

alternatives to Qwest’s wireline service. Do you agree? 

A. No. Regarding wireless service, on page 10 of his Rebuttal testimony Mr. Teitzel uses 

claims that some surveys show some customers are “willinn to substitute wireless service 

for traditional landline service” and “nearly 64% of U.S. households have both a wireless 

phone and a landline phone.” (emphasis added.) Qwest Witness Shooshan suggests the 

relevant factor is whether “consumers perceive that wireless is a substitute.” (Emphasis 

added. Customer perceptions, a willingness to substitute service and the presence of 

both wireless and wireline phones are not the same as replacement. 

See Direct Testimony of Matthew Rowell, November 18,2004, page 3 1 .  21 

22 Id., page 23. 
23 See Rebuttal Testimony of Harry M Shooshan IZI, December 20,2004, page 23. 
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can be used for ‘any distance calling”’ makes wireless a substitute for basic local 

service.24 He also claims that 

“a number of wireless providers are offering free phones and 
service packages that are far less than $50 and within the range of 
basic local exchange prices in Arizona.”25 

While these statements may all be true, most wireless service plans, especially the lower 

cost akernatives, cap the amount of minutes. When usage exceeds the cap, per minute 

fees of $0.30 to $0.45 usually apply. On the other hand, Qwest’s wireline service 

provides unlimited local calling for a flat $13.18. For many customers, especially POTS 

customers, wireline service continues to cost significantly less. In addition, wireline 

service is significantly more reliable; calIs are not dropped very often and there is no 

interference with other services operating on similar frequencies. The fact remains that 

few customers have actually eliminated wireline service completely as Qwest would like 

the Commission to believe. The FCC confirmed this conclusion when it wrote the 

following: 

“. . . it appears that only a small percent of wireless customers use 
their wireless phones as their only phone, and that relatively few 
wireless customers have “cut the cord” in the sense of canceling 
their subscription to wireline telephone service.”26 

In most cases wireless service is more expensive than and not as reliable as wireline 

service. However, most wireless customers have made a conscious decision to expend 

resources on both wireless and wireline service. Thus, customers must view wireless and 

wireline service as compliments, not substitutes. These characteristics do not make it 

Id., page 21. 
Id., page 22. 

24 

25 

26 See Implementation of Section 6002(6) of the Omnibus Budget Reconciliation Act of 1993, Federal 
Communications Commission, FCC-04-216, (reI. September 28,2004), para 212. 
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likely that wireline service will be replaced in large numbers in the near future. Mr. 

Teitzel has clearly overplayed the threat to Qwest from wireless service. 

Mr. Teitzel’s contentions about VoIP are equally suspicious. He concludes that the 

number of broadband internet connections in Arizona is growing and cites 536,000 such 

 connection^.^^ However, VoIP is a nascent technology still in its infancy. Staff Witness 

Fimbres concluded that “ ... the number of VoIP service end-users is very low at this 

As I discussed in my direct testimony, VoIP requires the customer to have a 

broadband connection which adds to the cost of the service and clearly makes telephone 

service using VoIP an unreasonable comparison or alternative for Qwest’s wireline 

service, especially for POTS customers. Furthermore, even if all the 536,000 customers 

with broadband connections mentioned by Mr. Teitzel on page 1 1  of his rebuttal 

testimony used VoIP technology for local service, which clearly they do not, this amount 

would represent less than 16.6% of total Arizona access lines?9 In fact, VoIP is such a 

new technology that it is not broadly adopted by consumers and cannot represent a 

significant fraction of the percentage of total access lines. I agree with Mr. Fimbres that 

little factual evidence supports VoIP as a competitive alternative to Iocal telephone 

service at this time?’ 

20 

21 

27 See Rebuttal Testimony of David L. Teitzel, December 20,2004, page 1 1 .  
See Direct Testimony of Armando Fimbres, November 18,2004, page 36. 
The FCC December 2004 Competition Report listed 814,194 competitive LEC and 2,415,432 incumbent LEC 

access fines for a total of 3,229,626 access lines in Arizona as of the end of June 2004. 536,000 is 16.6% of 
3,229,626. Given that carriers serving less than 10,000 access lines are not required to report their access line data, 
the 3,229,626 amount understates the total number of access lines in the state. 

See Direct Testimony of Armando Fimbres, November 18,2004, page 39. 

29 
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Q- 

A. 

Q. 

A. 

Mr. Teitzel suggests Cox has concluded that DSL is the main reason for Qwest’s 

retail access line loss. Do you agree? 

No. In my direct testimony I discussed many of the claims that Qwest made about the 

potential for loss of some of its retail access lines and suggested DSL has been one factor 

in the reduction of access lines. Qwest additionally claims it faces competition from 

wireless, VoIP and other sources. My direct testimony merely points out that some of 

these alleged sources of competition are not comparable to Qwest’s wireline service and 

that the level of competition has consequently been overstated by Qwest. In addition I 

noted that Qwest’s successes in selling DSL would help to offset some of the potential 

access line lose and the associated revenue impact, if any. DSL provides more revenue 

for Qwest than a POTS line which will help to alleviate any reductions in revenue from 

alleged competition whether it is actual competition or not. 

On page 54 of his rebuttal testimony Mr. Teitzel claims that “Qwest’s wholesale 

revenue is a small fraction of the total retail value of the end user.” Has he looked 

at the complete impact of a customer moving from retail to wholesale service? 

No. Mr. Teitzel is correct that the retail relationship can be more favorable to Qwest. 

However, he only looked at one side of the equation. While Qwest may receive less 

revenue from a wholesale customer, that gap is at least partially closing as a result of the 

FCC’s new UNE rules discussed earlier. In addition, Qwest incurs less expense to serve 

a wholesale customer. By focusing on just the historical retail vs wholesale price 

relationship, Mr. Teitzel fails to provide a complete picture of the financial implications 

of competition. 

Qwest has portrayed severe financial implications of the alleged competitive 

environment. Mr. Teitzel claims Qwest loses 67% of its revenue when a retail customer 

Surrebuttal Testimony of  F. Wayne Lafferty (on behalf of Cox Arizona Telcom, L.L.C.) 
January 12,2005 

Page 14 

PUBLIC VERSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I 1  

is captured by a competitive LEC using Qwest’s wholesale service. However, he 

provides no support for this amount. RUCO Witness Johnson provides a little insight on 

the true financial implications of competition. Graph 2 on page 90 of RUCO Witness 

Johnson’s direct testimony shows that for the Regional Bell Operating Companies as a 

whole, costs have actually been lower than revenues since the 1996 Act was passed. 

While Dr. Johnson’s analysis is not specific to Qwest, it does suggest the financial 

implications of local exchange service competition are not as dire as Qwest claims. Like 

any other business, there is value in a wholesale relationship. The Commission should 

not be misled by Qwest’s focus on just reductions in its retail revenue, but the 

Commission should aIso consider increases in Qwest’s wholesale revenue and decreases 

in its expenses. 
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E. RESPONSE TO OWEST WITNESS DAVID L. TEITZEL CONCERNING 

QWEST’S COMPETITIVE ZONE PROPOSAL 

Q. On page 51 of his rebuttal testimony, Mr. Teitzel claims Qwest “intends to provide 

comparable prices to all similarly-situated customers within a competitive zone.” Is 

this suggestion adequate to prevent wide-spread rate de-averaging? 

No. Not all customers within a competitive zone will be “similar-situated.” Therefore, 

Qwest’s proposaI could result in numerous rates for the same service within a single 

competitive zone. In addition, Qwest clearly plans to charge different rates for the same 

service in different competitive zones across Arizona. Thus, Qwest’s proposal will 

obviously result in wide-spread rate de-averaging in Arizona. In the past> rates have been 

set by the Commission at uniform levels across the state. Should the Commission 

ultimately determine some form of competitive zone pricing is appropriate for Qwest, the 

level of rate de-averaging requested by Qwest would be excessive. Given the potential 

for competitive zones to be defined by wire centers or a combination of wire centers and 

A. 
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zip codes as suggested by Qwest, two similar-situated customers in the same city or town 

will have different rates for the same service. 

Qwest has proposed up to eighty-two competitive zones in this proceeding which could 

all have multiple sets of rates. Clearly, this arrangement is not in customers’ or the 

Commission’s best interest. Cox’s proposal to limit Qwest to one set of rates throughout 

all competitive zones is much more manageable. Contract or individual case base 

(“ICB”) rates could still be used for customers that require unique service packages or 

pricing to meet a specific product or competitive situation. Customers are going to be 

confused regardless of how competitive zones are defined, so the Commission should 

limit the variation in rates as Cox has proposed. 

Q. Cox has proposed competitive zones be defined by city or town boundaries. Qwest 

has suggested wire centers should be used. What determination should the 

Commission make? 

Cox has proposed competitive zones be established in a manner which limits customer 

confusion. Wire centers clearly have no meaning for customers and should not be used to 

define competitive zones. Qwest may be correct that wire centers help facilitate the 

measurement and tracking of access lines and network facilities; however, customers do 

A. 

not understand wire centers. Customers do know in which city or town they are located. 

In addition, local service calling patterns and communities of interest often follow city, 

town or sometimes county boundaries. Customers will not understand why similarly- 

situated customers in the same town or city pay different rates for the same 

telecommunications services. If any plan is to be implemented, the Commission’s 

decision should be based on customer requirements and not network and/or measurement 

simplicity. 
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Will Qwest’s competitive zone proposal be competitively neutral? 

No. As Staff Witness Rowell concludes, if the competitive zone proposal as proposed by 

Qwest is approved, it would have more pricing flexibility than competitive LECs. 

According to Mr. Rowell, 

“Staff is not aware of any CLEC that has tariffs on file that allow it 
to price its services differently in each wire center. For the most 
part, CLECs have statewide tariffs and must charge uniform rates 
wherever they are serving.”3* 

“Qwest’s proposal would give it much more pricing flexibility than 
Cox currently has.”32 

It clearly makes no sense for Qwest to have more flexibility than its competitors. Should 

Qwest be granted the ability to price on less than a statewide basis, competitive LECs 

operating in any region where Qwest has been granted the ability to de-average rates 

must be automatically afforded the same opportunity without requiring any additional 

application or Commission action. Clearly, if the Commission determines the level of 

competition to be adequate enough to allow Qwest to de-average rates, the market must 

be competitive enough for competitive LECs to do the same. In any competitive zone, at 

a minimum, competitive LECs must have the same flexibility as Qwest. 

Has Qwest made any other proposals which could result in rate de-averaging? 

Yes. As an alternative to the use of the AUSF for revenue requirement recovery in zones 

2 and 3, Mr. Teitzel suggested Qwest would consider a rate de-averaging proposal 

allowing higher rates in these parts of the state than in zone 1.33 Under this alternative 

proposal, Qwest would be able to de-average rates by zone statewide even though many 

See Direct Testimony of Matthew Rowell, November 18,2004, page 18. 
Id., page 18. 

33 See Rebuttal Testimony of David L. Teitzel, December 20,2004, page 43. 

31 

32 
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areas of the state might not have been deemed competitive zones. If Qwest is provided 

this flexibility, all competitive LECs should receive the same opportunity. 

On page 54 of his rebuttal testimony Mr. Teitzel dismisses Cox’s concerns about 

predatory pricing by claiming competitors would re-enter the market if Qwest 

raised prices after driving competitors from the market. How do you respond? 

Mr. Teitzel has glossed over a critical aspect of Qwest’s competitive zone proposal. First 

of all, as I outlined in detail in my direct testimony, Qwest’s prices in competitive zones 

must be subject to strict price floor controls to prevent it from setting prices below cost 

and driving competitors out of the market in the first place. Second, Qwest continues to 

be the dominant carrier and competitors continue to rely on Qwest’s network via the 

purchase of UNEs to compete even though the access to some UNEs has been restricted 

by recent FCC decisions. As discussed earlier, Qwest will have the ability to de-average 

rates across the state in competitive zones and even possibly within a single competitive 

zone. If Qwest is allowed to price below costs in one area, it will have the ability to 

recover any losses elsewhere in the state. Third, Mr. Teitzel’s conclusion that 

competitors would re-enter the market if Qwest set prices too high is flawed. He fails to 

recognize the high cost of entry due to the high fixed cost of telecommunications 

networks and systems that are not easily justified in today’s economy, especially in a 

market where predatory pricing has already been practiced. There has been little dispute 

in this proceeding about the economic barriers to entry from the high fixed cost nature of 

the telecommunications business. In fact, Qwest Witness Phillip Grate confirms the high 

fixed cost nature of the business in the following testimony: “Telephony is a capital 

intensive and, therefore, a relatively fixed cost business.”34 The Commission cannot 

assume competitors would rush back into the market if Qwest increased rates. Basic 
~~~~ 

34 See Rebuttal Testimony of Phillip E. Grate, December 20,2004, page 3. 
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common sense, not to mention financial prudence, would make it very difficult to re- 

enter the market. Cox agrees with the Staff that Qwest has not proposed “specific and 

clear protections against anti-competitive behavior.”35 In my direct testimony Cox has 

proposed modifications to Qwest’s competitive zone proposal which would help to 

provide some much needed protections from anti-competitive behavior, assuming 

competitive zones are adopted in this docket.. 

Q. Are the Commission’s existing rules governing the pricing of competitive services 

adequate? 

No. First I find it interesting that Mr. Teitzel mentions the Commission’s existing 

requirement that “the price of a competitive services be set at no less than the TSLRIC of 

the service,”36 but does not specifically comment on the price squeeze concerns or the 

price floor proposal raised by Cox. Qwest is quick to point out the importance of UNEs 

for competitive entry and the threat to Qwest from such competition, but neglects to 

consider the importance of UNE rates for establishing a price floor. Existing 

Commission rules which were established in 1996 do not reflect the realities of today’s 

marketplace. As noted earlier, UNEs are an important source of competitive entry. In 

my direct testimony I proposed a simple, yet critical price floor requirement for any 

competitive services and/or zones. The price floor should simply be defined by the sum 

of the prices of the unbundled network elements that are utilized to provision the service 

plus the long-run incremental cost of any other required network functions for all 

competitive services. No evidence has been presented that this proposal would cause a 

hardship for Qwest or the Commission. In fact, the Commission has already expended 

considerable effort to establish UNE rates. Those same rates could easily be used to set 

A. 

See Direct Testimony of Matthew Rowell, November 18,2004, page 19. 
36 See Rebuttal Testimony of David L. Teitzel, December 20,2004, page 63. 
35 
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the price floor for competitive services with little additional effort. The Commission’s 

price floor for competitive services should be changed accordingly to eliminate the 

potential for a wholesale - retail price squeeze on competitors. 

F. RESPONSE TO OWEST WITNESSES DAVID L. TEITZEL AND TERESA K. 

MILLION CONCERNING OWEST’S AUSF PROPOSALS 

Q. On page 55 of his rebuttal testimony, Mr. Teitzel dismisses Cox’s proposal to modify 

the funding process for the AUSF as “not appropriate in this proceeding.” He 

suggests the Commission might hold a separate rulemaking on this issue. Is it 

appropriate for Qwest to increase the size of the AUSF by millions of dollars 

without an overall examination of the fund itself? 

No. Qwest’s proposal would increase the size of the AUSF significantly. Currently only 

two carriers draw $841,271 annually from the AUSF?7 Under Qwest’s proposal, the size 

of the fund would increase by 7700% to over $64 million. Ultimately, this amount will 

be funded largely from Arizona consumers through increased surcharges on their bills. I 

find it interesting that Qwest is willing to dramatically change the outflows from the fund 

without examining the possibility of changing the inflows. Before the Commission 

approves a change of this magnitude, it should re-examine the overall structure of the 

AUSF, especially the funding mechanism. 

A. 

37 Frontier Communications of the White Mountains receives $769,620 and Midvale Telephone Exchange, Inc 
receives $71,65 1. See Decision No. 67456 
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14 G. RESPONSE TO OWEST WITNESS TERESA K. MILLION CONCERNING 

Ms. Million stated that you calculated Qwest’s AUSF funding requirement to be 

$24.5 million using TSLRIC based costs? Are you proposing Qwest be authorized 

to draw these funds from the AUSF? 

No. My calculation was made simply to demonstrate the amount of AUSF which would 

result from the proper appIication of the Commission’s rules to Qwest’s proposal. Ms. 

Million erroneously used fully-allocated costs to develop Qwest’s proposed AUSF draw. 

The Commission’s rules clearly indicate that TSLRIC should be used. I restated Ms. 

Million’s exhibit using the proper cost definition. As noted above, I am not proposing 

the Commission authorize any AUSF funds to offset Qwest’s revenue requirement at this 

time. At a minimum the AUSF must be restructured before allowing Qwest to receive 

any funding. In fact, Staff has proposed that Qwest’s proposed revenue requirement be 

reduced significantly and that no AUSF is necessary to provide any incremental revenue. 

, 

15 

16 

17 Q. 

18 

19 A. 

20 

21 

22 

23 

24 
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26 
27 
28 

OWEST’S COST STUDY METHODOLOGIES 

Ms. Million claims that Qwest based its TSLRIC studies on a UNE costing 

methodology. Do you agree? 

Not completely. The methodology may be similar, but the resulting TSLRIC studies 

cannot be used to establish price floors for competitive services or zones. In addition, 

while I have not examined Qwest’s actual detailed cost studies, Ms. Million’s own 

testimony suggests Qwest’s TSLRIC cost studies are not completely based on the UNE 

costing methodology. On page I3 of her rebuttal testimony, Ms. Million states: 

“Therefore, by using the underlying investments established in the 
TELFUC docket, and applying retail expense loadinas to determine 
costs Qwest has effectively imputed the UNE costs into its 
TSLRIC studies.” (Emphasis added.) 
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She admits the Qwest studies are based on retail expense loadings. I am not disputing the 

use of the investments determined for UNEs in the TELRIC docket in the cost studies in 

this proceeding. Nor am I disputing the calculation of the TSLRIC studies. However, I 

am disputing Ms. Million’s suggestion that the resulting TSLRIC studies produce the 

same price floor as UNE costs. Her proposed cost studies do not produce a resulting 

price floor which equals the sum of the prices of the unbundled network elements that are 

utilized to provision the service plus the long-run incremental cost of any other required 

network functions. This is the price floor for competitive service which is required to 

prevent a price squeeze. 

Q. 

A. 

Is Cox disputing the specific TSLRIC cost studies Ms. Million has presented? 

No. Cox has not taken a position on the calculation of the cost studies themselves. Cox’s 

concern is with the potential application of the studies. Regardless of the underlying 

investments used in the cost studies, TSLRIC is not an adequate price floor for 

competitive services. Ms. Million appears to be confusing my concern with Qwest’s 

application of its TSLRIC studies and proposal to use TSLRIC based costs as a price 

floor for competitive services with the calculation of the cost studies themselves. My 

only concern is that the proper price floor be established and applied to Qwest’s 

competitive service, and that the price fioor be based on the sum of UNE prices, not 

TSLRIC costs. Even if TSLRIC and TELRIC produced the exact same cost amount as 

Ms. Million seems to suggest, that cost amount would not be the proper price floor. 

Competitors pay UNE prices, not TSLRIC costs to purchase network elements. 
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Q. 

A. 

Should the price floor test apply to just services in competitive zones? 

No. The price floor must also apply to bundled services to prevent Qwest from avoiding 

the price floor requirements by bundling non-competitive services, especially basic local 

services with competitive services. 

H. RESPONSE TO STAFF’S COMMENTS CONCERNING 

OWEST’S COMPETITIVE ZONE PROPOSAL 

Q. Staff Witness Rowell has suggested several modifications to the mechanics of 

Qwest’s competitive zone proposal. Does Cox agree with Mr. Rowell’s 

recommendations? 

For the most part - yes. Many of the changes to Qwest’s competitive zone plan proposed 

by Staff are designed to protect consumers and prevent anti-competitive behavior. As 

such, I support most of the Staff’s proposals and urge the Commission to approve the 

modifications. However, I would like to comment briefly on two of Staffs proposals - 

capping basic service rates in competitive zones and the process for identifying 

competitive zones. 

A. 

On page 23 of his direct testimony, Staff Witness Rowel1 proposes that Qwest’s rates for 

basic services in competitive zones be capped at the current rate level. As I discussed at 

length in my direct testimony, it is likely some of the current rates for basic local services 

do not exceed their costs as defined by the required imputation test I discussed earlier (or 

the Commission’s existing imputation test as outlined in A.A.C. R14-2-1310 (C)). By 

definition, if the Commission determines that a zone is to be declared competitive, the 

market place should be able to protect consumers and control prices. Competition will 

not succeed in areas where rates are set artificially low by regulation. Cox has proposed 
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that the current rates could serve as transitional rates to prevent any rate shock as prices 

are aligned with costs and is not opposed to maximum rates. However, as long as the 

Commission determines rates must be artificially constrained, the market can not really 

be competitive and there would be no reason to declare it so by designating a competitive 

zone. Sanctioning Qwest’s ability to price below costs and enact a price squeeze on 

competitors over the long run is not synonymous with competition and not good for 

consumers. 

Mi. Rowel1 has correctly identified several shortcomings with Qwest’s proposals for 

determining when a geographic area might be competitive. I agree with Mr. Rowel1 that 

Qwest should follow the requirements of A.A.C. R14-2-1108(B) when proposing a zone 

be declared competitive. This rule should be applied to the competitive zones proposed 

in the proceeding and any requested in the future. If the telecommunications marketplace 

is changing as quickly as Qwest suggests, automatic designation of additional 

competitive zones at some point in the unknown future could not be in the public interest. 

It does not appear that Qwest has followed this Commission’s Rule, and additional 

analysis is required. In addition, Staff has identified that many of the Qwest wire centers 

for which competitive zone treatment has been requested do not appear to have 

significant competitive activity.38 Based on Staffs analysis, if A.A.C. R14-2-1108(B) is 

followed, many of the wire centers requested by Qwest for competitive treatment could 

not be found competitive. Therefore, since important questions remain about the viability 

of Qwest’s plan, Staffs proposal to address the competitive zone issues in a separate 

proceeding has merit and should be adopted. 

38 See Direct Testimony of Matthew Rowell, November 18,2004, pages 35-39. 
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A. 

Q- 
A. 

Q. 
A. 

Does Cox have any other comments on Staffs recommended imputation test? 

Yes. As noted earlier, Staff has correctly indicated that Qwest’s proposal does not 

adequately address consumer protections. On page 19 of his direct testimony, Staff 

Witness Rowel1 suggests the ability of the Commission to rescind competitive zone 

classification is an adequate consumer protection on its own. Cox agrees. However, he 

also mentions that the Commission’s imputation rules (AAC R14-2-13 1 O(C)) based on 

TSLFUC price floors are adequate to prevent anti-competitive pricing. This rule provides 

a requirement for a price floor based on TSLRIC costs. As noted above and in my direct 

testimony, a TSLRIC cost based price floor is inadequate as long as UNEs are a 

significant source of competitive entry, which they are today in Arizona. The 

Commission should adopt Cox’s proposed price floor, which is defined by the sum of the 

prices of the unbundled network elements that are utilized to provision the service plus 

the long-run incremental cost of any other required network functions, should be 

established for all competitive services. 

Do you have any other comments about Staff‘s recommendations? 

Yes. Staff has reached the same conclusion as Cox about the slow pace of competition 

and the market dominance of Qwest. Cox agrees with Staff that additional analysis is 

required before the Commission can approve any specific competitive zone proposal. 

I. CONCLUSION 

Does this conclude your Surrebuttal Testimony? 

Yes. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Please state your name and business address for the record. 

My name is Mark DiNunzio. My business address is 1550 West Deer Valley Road, 

Phoenix, Arizona 85027. 

By whom are you employed and in what capacity? 

I am employed by Cox Communication, Inc.  COX'^) as the Manager of Regulatory 

Affairs for Cox Arizona Telcom, LLC. 

What is the purpose of your testimony? 

My testimony is offered in support of the Settlement Agreement arrived at by 

virtually all of the parties to this docket. While the Residential Utility Consumers 

Office participated initially in the settlement proceedings, they ultimately withdrew 

from the settlement discussions and were not a signatory to the settlement 

agreement. 

Was the settlement process open to all parties? 

Yes, all parties to the docket were invited to participate in the settlement meetings, 

including Cox. 

What was Cox's involvement in the Settlement proceedings? 

Cox participated in the settlement discussion to ensure that its concerns with the 

revised Price Cap Plan being proposed by Qwest were addressed to its satisfaction. 

As such, Cox participated fully throughout the process. 
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Q. 
A. 

Q- 

A. 

Q. 

A. 

Q. 

A. 

What were Cox’s concerns regarding the Qwest Price Cap Plan? 

Cox’s interest in the Price Cap Plan was limited to a few discrete issues. First, Cox 

took issue with Qwest’s proposal to establish competitive zones in which Qwest 

would have complete pricing flexibility. Second, Cox sought to ensure that the 

Price Cap Plan would include appropriate price floors to prevent predatory pricing, 

price squeezes or other anti-competitive behavior. Third, Cox did not support 

Qwest’s request for $64 million from the Arizona Universal Service Fund 

(“AUSF”), particularly in light of the impact on: (i) the size of the fund, (ii) the 

entire overall structure of the funding mechanism of the AUSF and (iii) Arizona 

consumers. 

Does the settlement agreement address Cox’s concerns regarding the Price Cap 

Plan? 

Yes. All of the concerns Cox raised, as set forth in its previously filed direct 

testimony and rebuttal testimony, have been addressed and resolved to Cox’s 

satisfaction. 

Did Cox take a position on Qwest’s revenue requirement, rate base or depreciation 

rates? 

No. Cox did not take a position on Qwest’s revenue requirement, rate base or 

depreciation rates. 

Does Cox accept the provisions of the settlement related to Qwest’s revenue 

requirement, rate base or depreciation rates? 

While Cox did not perform its own analysis on Qwest’s revenue requirement, rate 

base or depreciation rates, other parties to this docket have examined those issues 

3 Direct Testimony of Mark A. DiNunzio 
Docket Nos. T-0105 1 B-03-0454 
Docket No. T-00000D-00-0672 
September 6,2005 
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A. 

Q. 
A. 

and have agreed to certain provisions in the Settlement Agreement accordingly. For 

purposes of settlement in this docket, Cox accepts those provisions. 

Does Cox believe that the settlement agreement is in the public interest and should 

be approved by the Commission? 

Yes. Cox believes that the settlement agreement is in the public interest and should 

be approved. It resolves important issues in a manner that benefits Arizona 

consumers without protracted litigation. 

Does this conclude your testimony? 

Yes. 
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Phoenix, Arizona 85027 

Scott S, Wakefield, Esq. 
Residential Utility Consumer Office 
11 10 W. Washington Street, Suite 220 
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Witness Introduction 
Q. 

A. 

Q. 

A. 

Q- 

A. 

PLEASE STATE YOUR NAME, OCCUPATION AND BUSINESS 

ADDRESS. 

My name is Timothy J Gates. My business address is QSI Consulting, 819 

Huntington Drive, Highlands Ranch, Colorado 80126. 

WHAT IS QSI CONSULTING, INC. AND WHAT IS YOUR POSITION 

WITH THE FIRM? 

QSI Consulting, Inc. (“QSL”) is a consulting firm specializing in traditional and 

non-traditional utility industries, econometric analysis and computer aided 

modeling. I currently serve as Senior Vice President. 

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND 

WORK EXPERIENCE. 

I received a Bachelor of Science degree from Oregon State University and a 

Master of Management degree in Finance and Quantitative Methods from 

Willamette University‘s Atkinson Graduate School of Management. Since I 

received my Masters, I have taken additional graduate-level courses in statistics 

and econometrics. I have also attended numerous courses and seminars specific 

to the telecommunications industry, inciuding both the NARUC Annual and 

NARUC Advanced Regulatory Studies Programs. 

Prior to joining QSI, I was a Senior Executive Staff Member at MCI 

WoddCom, Inc. (“MWCOM’)). I was employed by MCI andor MWCOM for 15 

years in various public policy positions. While at MWCOM I managed various 

functions, including tariffing, economic and financial analysis, competitive 
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analysis, witness training and MWCOMs use of external consultants. Prior to 

joining MWCOM, I was employed as a Telephone Rate Analyst in the 

Engineering Division at the Texas Public Utility Commission and earlier as an 

Economic Analyst at the Oregon Public Utility Commission. I also worked at the 

Bonneville Power Administration (United States Department of Energy) as a 

Financial Analyst doing total electric use forecasts while I attended graduate 

school. Prior to doing my graduate work, I worked for ten years as a reforestation 

forester in the Pacific Northwest for multinational and government organizations. 

Exhibit TJG-1, attached hereto to this testimony, is a summary of my work 

experience and education. 

HAVE YOU EVER TESTIFIED BEFORE THE ARIZONA 

CORPORATION COMMISSION (“COMMISSION”) 

Yes. I have testified in Arizona on numerous occasions. I have testified more 

than 200 times in 4 4  states and filed comments with the FCC on various public 

policy issues ranging from costing, pricing, local entry and universal service to 

strategic planning, merger and network issues. As noted above, a list of 

proceedings in which I have filed testimony or provided comments is attached 

hereto as Exhibit TJG- 1 - 

ON WHOSE BEHALF WAS THIS TESTIMONY PREPARED? 

This testimony was prepared on behalf of Time Warner Telecom of Arizona 

(“TWT”), a certificated competitive local exchange carrier (“CLEC”) in Arizona. 
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Summary and Conclusions 

Q. 

A. Yes. I have reviewed Qwest’s filing. In this testimony, I focus my attention, 

HAVE YOU REVIEWED QWEST’S FILING IN THIS PROCEEDING? 

primarily on the testimony of Qwest witnesses Mi-. David L. Teitzel. 

Q. AFTER REVIEWING THE TESTIMONY OF THESE QWEST 

WITNESSES, PLEASE SUMMARIZE YOUR CONCLUSIONS. 

I have drawn the following conclusions after reviewing Qwest’s case: A. 

1. Qwest has failed to provide the information required by R14-2-1108 in its 

filing to demonstrate competitive classification and the need for additional 

regulatory freedom. Absent this evidence, the Commission would be 

placing the developing competitive market in Arizona in grave danger by 

granting Qwest additional pricing flexibility. 

2. Qwest has overstated the extent to which it is subject to competition in 

Arizona. In so doing, Qwest has overstated its need for additional 

regulatory flexibility. 

3. Qwest maintains dominance in Arizona. In addition, Qwest continues to 

benefit from its position as the monopoly provider of special access 

services, which allows it to realize monopoly profits and to control the 

strength and viability of its competitors. CLECs in Arizona can not 

compete on even terms with Qwest so long as these factors exist. 

4. Qwest has understated the potential harm to the public interest of granting 

Qwest additional regulatory flexibility. Under Qwest’s proposal, Qwest 
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could eliminate competitors from the marketplace in Arizona, thereby 

depriving Arizona consumers of the benefits of competition. 

5. Qwest’s proposal would provide Qwest with the ability to engage in 

pricing strategies that would make it economically impossible for CLECs 

to remain in the marketplace. This ability, combined with Qwest’s 

incentive to maintain its monopoly market share, could devastate the 

telecommunications market in Arizona. 

Q. PLEASE PROVIDE AN OVERVIEW OF YOUR PRELIMINARY 

RECOMMENDATIONS TO THE COMMISSION. 

A. Time Warner is not, in principle, opposed to the concept of further deregulation 

for Qwest when and if conditions merit the granting of additional freedom. After 

all, regulation should be commensurate with market power. It should also be 

made clear that Time Warner acknowledges the fact that competitive activity does 

exist in Arizona. Nevertheless, Qwest continues to have significant advantages 

over its competitors. The Commission’s steadfast efforts with respect to creating 

an environment in which some Arizona consumers have a choice of 

telecommunications providers has been of tremendous benefit to the public 

interest in the state. That being said, Qwest’s proposals for additional regulatory 

freedom are premature at this time, and continued vigilance on the Commission’s 

part is required in order to protect the competitive market that has begun to 

develop in Arizona. More specifically, Qwest’s proposals for additional 

regulatory freedom should be conditional upon all of the following: 
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1. Qwest must bear the burden of demonstrating that additional regulatory 

flexibility is appropriate. In so doing, Qwest must provide information 

required of it in R14-2-1108 B. Qwest has failed to meet this burden in 

this filing in  that Qwest has completely ignored critical requirements of 

which, at minimum, the Commission must consider in making a 

determination that competitive classification is appropriate. This should 

include a demonstration by Qwest that, based upon market power (as 

required under R14 -2-1108 B. 6.), and market shares of Qwest and other 

alternate providers (as required under R14 -2-1108 B, 3.), Qwest is no 

longer the dominant carrier in Arizona, capable of exercising market 

power to remonopolize the market. Qwest has failed to provide evidence 

of this nature in its filing, and, therefore, has failed to comply with the 

minimum requirements established by this Commission to demonstrate 

sufficient competitive conditions. 

2. Prior to Qwest being granted additional regulatory flexibility, subsidies 

which currently flow to Qwest (and not to alternate carriers) must be 

eliminated or made explicit and portable. For example, rates for special 

access (a service that is critical to CLECs such as Time Warner, but which 

is available solely from Qwest) must be reduced to cost. Absent the 

implementation of this condition, Qwest would continue to have a 

significant systemic competitive advantage over other carriers. This 

existing advantage, coupled with additional regulatory freedom, would 

have devastating results in Arizona’s telecommunications market. 
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3. Prior to Qwest being granted additional regulatory flexibility, Qwest’s 

competitive advantages that are outside of this Commission’s purview, 

including Qwest’s advantages in the area of franchise fees and access to 

lucrative markets such as high-rise buildings must be eliminated. 

Although these issues cannot be addressed directly by this Commission, 

they represent true barriers to competition, and prevent CLECs from 

competing “on par” in Arizona. The Commission should consider these 

inherent market imperfections and Qwest’s existing artificial advantages 

in the context of Qwest’s proposals, and until CLECs have the ability to 

compete “on par” with Qwest, Qwest’s proposals should be rejected. 

4. The Commission must continue to actively monitor Qwest’s market 

behavior to ensure that Qwest does not engage in anti-competitive pricing 

strategies. Qwest must commit to complying with a Commission- 

established retail price floor that would prevent Qwest from setting retail 

rates that are designed to squeeze alternative providers from the market. 

Moreover, in order to ensure that such pricing strategies are not 

implemented by Qwest, Qwest must submit proposed price changes to the 

Commission for review prior to a change in rates. 

It is critical that these conditions be met prior to granting Qwest additional 

regulatory flexibility in Arizona. These conditions are critical in that they will 

prevent Qwest from having the ability to act upon its existing incentive to - 

through anti-competitive means - maintain its monopoly market dominance in 

Arizona. Until these conditions are met, Qwest’s proposal €or additional 
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regulatory flexibility represent a true threat to the Arizona marketplace. I will 

discuss these issues in detail in subsequent sections of my testimony. 

The Inadequacy of Qwest's Filing 

Qwest's Continued Market Dominance 

Q. HAVE YOU REVIEWED THE TESTIMONY OF QWEST WITNESS 

DAVID TEITZEL REGARDING THE TELECOMMUNICATIONS 

LANDSCAPE IN ARIZONA? 

Yes. Mi. Teitzel presents testimony illustrating that there is some competitive 

activity in Arizona. Time Warner does not dispute this point. M i  Teitzel's 

A. 

presentation, however, falls well short of providing the Commission with the 

information needed to make a determination of a competitive telecommunications 

service as required by R14-2-1108. Specifically, R14-2-1108 states, in part: 

R14-2-1108 
B. The petition for competitive classification shall set forth the conditions 

within the relevant market that demonstrate that the 
telecommunications service is competitive, providing, at a minimum, 
the following information: 

1. A description of the general economic conditions that exist which make 
the relevant market for the service one that is competitive; 

2. The number of alternative providers of the service; 
3. The estimated market share heM by each altemutive provider of the 

service; 
4. The names and addresses of any alternative providers of the service that 

are also affiliates of the telecommunications company, as defined in 

5. The ability of alternative providers to make functionally equivalent or 
substitute services readily available at competitive rates, terms, and 
conditions; and 

R14-2-801; 

Page 7 



1 
2 
3 
4 
5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

I ,i 

Direc, I’estimony of Timothy J Gates 
Docket Nos. T-0105 1B-03-0454 0, T-00000D-00-0672 

6. Other indicators of market power, which m y  include growth and 
shifts in market share, ease of entry and exit, and any affiliiztioon 
between and among alternative providers of the services. 

(emphasis added). 

As I will discuss, Qwest’s petition falls short of meeting at least two of these 

requirements. As such, Qwest’s filing is incomplete, and is insufficient for the 

Commission to determine that Qwest should be granted any additional regulatory 

flexibility. 

PLEASE PROVIDE MORE SPECIFICS REGARDING HOW QWEST’S 

PETITION FALLS SHORT OF PROVIDING THE COMMISSION WITH 

SUFFICIENT INFORMATION TO FIND IN FAVOR OF QWEST. 

Testimony presented by Qwest fails to address at least two of the minimum 

requirements set forth in Rule 14-2-1108 in that Qwest does not address the 

Q. 

A. 

relative market shares of carriers currently active in Arizona. In failing to address 

this minimum requirement, Qwest has not only failed to comply with the 

Com~.nission’s rule, but it has failed to provide the Commission with a valuable 

tool with which it can determine extent to which Qwest continues to dominate the 

market in Arizona. By examining Qwest’s existing market share, in comparison 

with the market shares of other market participants in the state, the Commission 

would be able to gauge the extent to which Qwest dominates the market in 

Arizona. Without this important information, it is not possible to determine that 

Qwest lacks the market power to - given additional retail pricing flexibility -re- 

monopolize the local exchange markets throughout Arizona. 

DOES QWEST’S PETITION FALL SHORT IN ANY OTHER AREAS? Q. 
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A. Yes. Qwest’s petition also falls short of meeting the minimum requirements 

established in Rule 14-2-1 108 in that - as is required by R14-2-1108 B. 6., Qwest 

fails to address, among other things, shifts in market share, and the fact that the 

future ease and entry and exit of the market is, to say the least, uncertain. This 

uncertainty is the result of activities at the federal level surrounding the FCC’s 

Triennial Review Order’ and related proceedings. As this Cornmission is 

undoubtedly aware, these proceedings have cast doubt on the future availability of 

some unbundled network elements (“UNEs”) required by many CLECs to offer 

competitive services. The possibility exists, that as a result of these proceedings, 

competitive markets across the United States will be impacted negatively as 

CIECs currently competing via a UNE-Platform (“LJNE-P’) strategy will no 

longer have that option. Or, it may be that the terms under which UNE-P is 

offered will change dramatically thereby changing the competitive landscape. 

Under these conditions, market trends including market share and line losses 

would almost certainly reverse in Qwest’s favor, making the prospect of further 

deregulation of Qwest an even more unpalatable option. Unless and until the 

FCC and this Commission resolve these issues in such a way that does not further 

increase Qwest’s market power in Arizona, the Commission should delay 

implementing any Qwest request for additional pricing flexibility. 

In the Matter of Review of the Section 251 Unbundling Obligations of Incumbent Local Exchange 
Carriers, Implementation of the Local Competition Provisions of the Telecommunications Act of 1996, and 
Deployment of Wireline Services Offering Advanced Telecommunications Capability, CC Docket Nos. 01- 
338, 96-98 & 98-147, Report and Order and Order on Remand and Further Notice of Proposed 
Rulemaking, FCC 03-36, ‘1[ 3 (rel. Aug. 21,2003) (“Triennial Review Order” or “TRO”). 
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Q. ARE YOU SAYING THAT THE EVIDENCE QWEST HAS PRESENTED 

JN USELESS TO THE COMMISSION? 

No. But it is clear that the Commission~s Rule 14-2-1 108 establishes a minimum 

set of requirements with which telecommunications companies must comply in 

order to petition for competitive classification. Qwest has only complied partially 

with these requirements, and, as such, has provided some necessary information, 

but has not provided sufficient information for the Commission to make a 

determination. 

A. 

Q. WHAT ARE YOUR CONCLUSIONS WITH RESPECT TO THIS 

SECTION OF YOUR TESTIMONY? 

Qwest must demonstrate that it lacks the market power that would give it the 

ability to control prices in the market. Additionally, Qwest must demonstrate that 

the ongoing changes related to the availability of unbundled network elements 

will not adversely impact the competitive market in Arizona. Rule 14-2-1 108 sets 

forth requirements for Qwest to make these showings. Quite simply, therefore, in 

order for Qwest to provide the evidence required in support of its petition, it needs 

merely to comply with the Commission’s established rule. Until Qwest has done 

so, its petition should be rejected. 

A. 

Qwest’s Inherent Market Advantages 

Q. MR. TEITZEL TESTIFIES THAT QwEST IS SEEKING TO ADJUST 

TERMS AND PRICES IN ARIZONA SO THAT Q W T  CAN 
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A. 

Q. 

A. 

“COMPETE ON PAR” IN THE STATE. PLEASE COMMENT ON THIS 

TESTIMONY? 

Mr. Teitzel’s testimony reflects Qwest’s desire for the removal of regulatory 

restrictions and Commission oversight that prevents Qwest from using its 

numerous artificial competitive advantages to maintain market dominance in 

Arizona. It is critical that, in order to advance competition in Arizona, and to 

maximize the benefits flowing to consumers from competition in the local 

exchange market, Qwest and CLECs must truly be “on par” with one another. In 

achieving that objective however, it is necessary to eliminate Qwest’s artificial 

competitive advantages that would allow Qwest to maintain and increase its 

market dominance in Arizona should such flexibility be granted. The competitive 

realities in Arizona show that Qwest maintains significant artificial advantages 

over CLECs in the state. 

WHAT KIND OF ARTIFICIAL COMPETITIVE ADVANTAGES ARE 

YOU TALKING ABOUT? 

Qwest maintains significant advantages in at least three areas, that, until 

eliminated would permit Qwest to maintain and expand its domimance in the 

Arizona local exchange market if Qwest had additional pricing flexibility. Those 

areas are: 

1. Qwest is the monopoly provider of special access services and benefits 

from monopoly profits in providing special access services to its 

competitors. Because Qwest is the sole provider of these services, which 

Direct Testimony of David L. Teitzel, page 3 
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are necessary for CLECs to compete, Qwest is in the position of 

controlling the strength and viability of its competitors, an obvious 

competitive advantage. 

2. Qwest enjoys unrestricted access to customers in lucrative business 

markets that is unavaialable to its competitors. This inequity represents a 

significant competitive advantage to Qwest, and prevents CLECs from 

“taking the next step,’ and offering facilities-based competitive 

alternatives. 

3. Qwest is not required to pay franchise fees in order to provide services in 

many Arizona cities, whereas Qwest’s competitors are subject to such 

fees. This inequity also represents a significant competitive advantage to 

Qwest. 

Q. PLEASE EXPLAIN WHY QWEST HAS A SIGNIFICANT ADVANTAGE 

OVER CLECS STEMMING FROM SPECIAL ACCESS. 

Qwest is the sole provider of special access services to CLECs such as Time 

Warner, who (because of circumstances discussed in greater detail below) are 

often entirely dependent upon Qwest’s provision of these services in order to offer 

retail services to their own customers. As the monopoly provider of this critical 

input, Qwest is in the position to control the strength and viability of its 

competitors, simply by varying the rates it charges for special access. In short, 

Qwest can decrease or eliminate its competitors’ margins by increasing special 

access rates, as it has done twice in the past year (discussed below). ObviousIy, 

Qwest’s ability to control the ultimate destiny of its own competitors puts CLECs 

A. 
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at a severe competitive disadvantage. Moreover, this situation would only be 

exacerbated if Qwest was given the additional retail pricing flexibility it seeks in 

this proceeding, as, as discussed below, additional retail pricing flexibility would 

provide yet another avenue for Qwest to control its competitors’ margins. 

Q. ARE THERE ADDITIONAL mASONS WHY QWEST’S SPECIAL 

ACCESS RATES ARE A THREAT TO THE DEVELOPMENT AND 

PRESERVATION OF COMPETITION IN ARIZONA? 

Absolutely. As the monopoly provider of special access, Qwest is the beneficiary 

of supra-competitive, monopoly profits from the provision of special access 

services. For example, based on the Qwest 2003 ARMIS Report 43-01, filed 

April I ,  2004, Qwest was earning a rate of return on special access services of 

68% for all fourteen states in Qwest’s operating territory. Qwest’s rate of return 

on an Arizona-specific basis was reported to be an incredible 74%.3 Not only 

does Qwest collect these profits - a significant advantage in and of itself - but 

Qwest extracts these revenues directly from its competitors - the very carriers 

who would, theoretically, provide the competitive market discipline to prevent 

Qwest from abusing the additional regulatory freedom it seeks in this proceeding. 

In other words, Qwest argues that competition in Arizona is sufficiently 

developed that, in some instances, regulatory oversight is no longer required. 

However, given its advantage with respect to special access, Qwest is in the 

position to dictate the extent to which other carriers can exert competitive 

pressures necessary to discipline Qwest’s retail pricing practices. Which means, 

A. 

Source: Qwest AZ ARMIS 43-01 2003 rows 1915/1910. 

Page 13 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

~ 22 

23 

Direc. I estimony of Timothy J Gates 
Docket Nos. T-01051B-03-0454 0, T-00000D-00-0672 

unfortunately, that competitors cannot exert sufficient market discipline to control 

Qwest’s activities in the market place. As such, curtailing existing regulatory 

oversight would provide Qwest with the long term ability to set retail rates in 

Arizona at levels as high as it wishes without fear of competitive response. For 

Qwest to “compete on par7’ with other carriers in Arizona, Qwest’s persisting 

monopolies and Qwest’s ability to control the financial strength of its competitors 

must be eliminated. 

IS THERE ANYTHING ABOUT QWEST’S EXORBITANT PROFITS ON 

SPECIAL ACCESS ABOUT WHICH THE COMMISSION SHOULD BE 

PARTICULARLY CONCERNED? 

Absolutely, the Commission is no doubt aware of the uncertainty surrounding the 

continued availability of UNEs for CLECs to provide service to end-use 

customers. ILECs have suggested that rather than relying upon UNEs, CLECs 

could use special access in order to serve customers. Incredibly, this suggestion 

comes while Qwest is experiencing 74% returns on special access, and continues 

to seek higher and higher rates. Obviously, if the availability of UNEs is to be 

diminished, for special access to be a viable alternative, the rates for special 

access will have to be decreased to cost-based levels. Absent that, the price of 

obtaining the wholesale services needed to compete will likely be higher than the 

retail rate at which services can be sold. 

CAN YOU DESCRIBE QWEST’S COMPETITIVE ADVANTAGE OVER 

CLECS IN THE LOCAL EXCHANGE MARKET STEMMING FROM 

FRANCHlSE FEES? 

Q. 

A. 

Q. 
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A. Yes. Many CLECs such as Time Warner are required to pay franchise fees in 

order to operate in Arizona and elsewhere. It is my understanding that Qwest has 

historically, and successfully argued that due to its presence in the region prior to 

Arizona being granted statehood, it is not subject to such fees.4 Therefore, this 

tax to which, for the most part, Qwest is not subject, is an added cost of doing 

business in Arizona uniquely assessed upon CLECs, and constitutes a competitive 

penalty to alternate carriers seeking to compete with Qwest. In addition to these 

penalizing fees, CLECs are often required to provide “in-kind” service to 

governmental agencies in exchange for franchise rights. This is an additional cost 

to which Qwest is not subject, and, which represents a further “tilting” of the 

competitive playing field in Arizona. 

ARE THESE FRANCHISE FEES SIGNIFICANT IN TERMS OF COST TO 

CLECS? 

Absolutely. Franchise fees are typically collected by cities on a quarterly basis, 

and can represent as much as 5% of a CLEC’s gross revenues. Therefore, in 

addition to Qwest’s other inherent advantages in the marketplace, Qwest benefits 

from the additional advantage of being exempt from fees that must be paid by its 

competitors. In essence, even if it was assumed that all else was equal, CLECs, 

by virtue of these franchise fees faces a higher cost of doing business than does 

Qwest. Until this inequity is eliminated, CLECs can not compete “on par” in 

Arizona with Qwest. 

Q. 

A. 

~~ 

A.R.S Section 9-582(E) embodies this concept. 4 
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Q. PLEASE DISCUSS QWEST'S COMPETITIVE ADVANTAGE AS IT 

RELATES TO ACCESS TO CUSTOMERS. 

One fundamental requirement of a competitive market is that new firms have the 

ability to enter the market without significant barriers. This fundamental 

requirement is not currently met in Arizona, and moreover, Qwest has a 

significant advantage over CLECs with respect to accessing entire segments of 

the market. This is because, in many cases, owners and / or landlords of high rise 

buildings give preferential treatment to Qwest in terms of tenant (also potential 

telecommunications service customer) access. This competitive advantage can 

come from landlords charging CLECs such as Time Warner a fee to access 

customers or even from landlords denying CLECs any access to customers 

whatsoever. Once again, this limitation is unique to CLECs who are trying to do 

business in Arizona - Qwest is not hindered by this constraint. 

CAN YOU PROVIDE THE COMMISSION WITH SPECIFIC EXAMPLES 

OF HOW THIS INEQUITY DISRUPTS THE MARKETPLACE, AND 

INHIBITS THE DEVELOPMENT OF EFFECTIVE COMPETITION IN 

ARIZONA? 

Time Warner has experienced multiple instances in which it has either been 

denied access to customers or faced significant fees (that Qwest does not have to 

pay) for such access which make locating equipment and serving customers 

uneconomic. One such example involves Time Warner's attempt to serve its 

customers in two large towers in downtown Phoenix? Based on conversations 

A. 

Q. 

A. 

2901 and 2999 North Central Avenue, Phoenix, A2 
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with the Time Warner local vice president, Time Warner was, at first denied 

access to these buildings entirely, and, only after several months, and in response 

to a letter from one of the buildings largest tenants, specifically requesting that 

Time Warner be allowed to bring fiber into the building did the building owner 

even consider allowing such access. Even then, Time Warner would not have 

been allowed to place its equipment in the space set aside for such equipment, but 

would have been required to lease (at extremely high rates) a private suite to 

house its equipment. The fees that Time Warner would have had to pay to the 

building owner (and to which, Qwest is not subject) made serving its own 

customers on a facilities basis uneconomic. According to the Time Warner local 

vice president, it is not uncommon for Time Warner to experience roadblocks of 

this nature when seeking to serve customers with its own facilities. Clearly, Time 

Warner does not enjoy the same access to the marketplace that Qwest does. 

Under these existing conditions, CLECs can not compete “on par7’ with Qwest. 

IF TIME WARNER DOES NOT HAVE ACCESS TO CERTAIN SECTORS 

OF THE MARKET AS YOU DESCRIBED IN THE PREVIOUS 

EXAMPLE, HOW DO THEY SERVE CUSTOMERS IN THOSE 

LOCATIONS? 

When Time Warner is denied the opportunity to use its own facilities to serve its 

customers, it must rely upon Qwest to provide those underlying facilities. 

Therefore, in instances such as the one described above, Time Warner is forced to 

purchase special access from Qwest in order to reach its customers. This 

arrangement places Time Warner in a very precarious position, as Time Warner 
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A. 

Q. 

A. 

must rely entirely upon Qwest to provide the underlying facilities it uses to serve 

its customers. As the monopoly provider of those underlying facilities, Qwest is 

in the position to control the strength and viability of its competitor (Time Warner 

in this case) because Qwest can increase Time Warner’s costs (thereby decreasing 

or even eliminating Time Warner’s margins) by increasing special access rates. 

HOW DOES THIS LIMITATION IMPACT THE DEVELOPMENT OF 

EFFECTIVE COMPETITION IN ARIZONA? 

It can be argued that truly effective competition can only occur when CLECs 

compete on a facilities basis. Other competitive options such as resale and UNE 

competition are critical to the development of competition, in terms of providing 

CLECs with a viable mechanism by which to enter and gain a toehold in the 

marketplace. However, these forms of competition are subject to the problems I 

discussed previously, specifically, reselling CJ-ECs, and CLECs competing via 

UNEs are vulnerable to Qwest in that Qwest can control the strength and viability 

of its competitors. As long as CLECs are denied the ability to compete with 

Qwest using their own facilities, a truly competitive market will not develop in 

Arizona. 

YOU HAVE PROVIDED THREE EXAMPLES OF HOW EXISTING 

COMPETITIVE REALITIES INHIBIT THE ABILITY OF QWEST TO 

COMPETE ON PAR WITH QUEST. HOW CAN THE ARIZONA 

COMMISSION MITIGATE THESE PROBLEMS? 

To my knowledge, these issues fall outside of the Commission’s direct 

jurisdiction, For example, the Commission is powerless to regulate interstate 
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Q- 

A. 

special access rates, as they fall under federal jurisdiction and likewise, powerless 

to regulate how and if franchise fees are levied, or the actions of building owners 

with respect to how and if they permit CLECs to serve a building’s tenants. 

Nevertheless, it is critical that the Commission consider these exogenous factors 

as it considers Qwest’s proposals in this proceeding. 

IF THE COMMISSION CAN NOT CONTROL THESE EXOGENOUS 

FACTORS, WHY ARE YOU DISCUSSING THEM IN YOUR 

TESTLMONY? 

Because it is critical for the Commission to account for any and all influences on 

the competitive environment in Arizona (whether they are under the 

Commission’s jurisdiction or not) prior to granting Qwest additional pricing 

flexibility. Qwest characterizes its proposals in this proceeding as merely 

providing it with the opportunity to compete “on par” in Arizona. While the 

issues I raise here are not something the Commission can “fix”, the Commission 

must be cognizant of them, as they significantly impact the competitive 

environment in the state, dramatically tilting the playing field in favor of Qwest. 

Unless and until these situations are resolved, and CLECs can compete in Arizona 

in a manner that is “on par’’ with Qwest, any additional regulatory flexibility for 

Qwest would be premature, and only exacerbate the problems I have identified in 

this testimony. Moreover, failing to account for these additional exogenous 

factors would jeopardize the continued development of the market in the state, 

and would likely reverse the progress that has been made to date. I will discuss 
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the negative impacts of granting Qwest additional pricing flexibility in the next 

section of my testimony. 

PLEASE SUMMARIZE THIS SECTION OF YOUR TESTIMONY? 

Qwest is the beneficiary of supra-competitive profits from special access that are 

not subject to competition. These monopoly profits and Qwest’s current status as 

the monopoly provider provide Qwest with a significant (but artificial) 

competitive advantage. Also, Qwest profits from competitive advantages related 

to franchise fees and access to entire segments of the market to which its 

competitors are excluded. While Time Warner recognizes that some competitive 

activity is indeed present in Arizona, and, as discussed previously, is not opposed, 

in principle, to additional deregulation, such deregulation must be preceded, or be 

simultaneous with, the elimination of Qwest’s existing market advantages. It is 

only through such elimination that Qwest would truly be “on par” with the 

CLECs in the state. Until such a time, as these inherent inequities are eliminated, 

Qwest’s proposal for additional regulatory flexibility should be denied. 

Q. 

A. 

The Danger of Unwarranted Additional Flexibility 

Q. IN THE PREVIOUS SECTION, YOU PROVIDED EVIDENCE THAT 

Q W T  HAS SIGNIFICANT COMPETITIVE ADVANTAGES OVER ITS 

RIVALS. GIVEN THESE ADVANTAGES, WHAT SHOULD THE 

COMMISSION EXPECT IF Q W T  IS GRANTED ADDITIONAL RETAIL 

PRICING FLEXIBILITY? 

Given these advantages, if granted additional pricing flexibility, Qwest would have A. 
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the ability to engage in anti-competitive pricing strategies which would make it 

possible for Qwest to drive its competitors from the market, or at a minimum, 

severely impede the development of nascent competition. All carriers, including 

Qwest, have the incentive to increase market share, and to win back customers lost 

to competitors. The danger of granting further regulatory flexibility to Qwest at this 

time is that Qwest would not only have the incentive to retake the market, it would 

have the ability to do so - using anti-competitive means. 

Q. WHAT SORT OF PRICING TACTICS BY QWEsT SHOULD THE 

COMMISSION BE CONCERNED ABOUT? 

A. In general, given Qwest’s market position, there are two forms of pricing strategies 

that should concern the Commission in the event of further deregulation. Absent 

existing restrictions, Qwest could do either or both of the following: 

(I) Zncreuse its wholesale andor retail rates and earn supra-normal profits at the 
expense of ratepayers andor wholesale customers; and/or, 

(2) Lower its retail rates below a relevant price floor in select circumstances to 
drive competitors from the market! 

It is important to note that these two pricing strategies are not mutually 

exclusive. To the contrary, the two strategies are most effective for Qwest if they 

are executed simultaneously. In that manner, Qwest would be able to fend off 

competitors by selectively lowering rates for certain services in the pockets where it 

faces some competition and/or it knows that CLECs have facilities, while remaining 

optimally profitable by raising rates for customers not subject to competition (like 

Once the incumbent has defeated its competitors through anticompetitive pricing, it will be able to raise 
its retail rates to the detriment of ratepayers. 
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special access customers). This is of particular concern in Arizona given the fact 

that competitive activity is not pervasive throughout the State and CLEC facilities 

are not ubiquitous. 

PLEASE EXPLAIN HOW QWEST COULD ELIMINATE COMPETITION 

ENTIRELY USING ANTICOMPETITIVE PRICING TACTICS. 

If the Commission chooses to deregulate certain exchanges in Arizona, absent 

appropriate price floor restrictions, Qwest would have the ability to price local 

exchange service in such a way that it would be impossible for competitive carriers 

to respond profitably- Under these conditions, competitors would have a 

disincentive to enter or remain in the market, and the very CLEC presence that can 

prevent market manipulation whedif effective competition is present would not be 

sustainable. Qwest can accomplish this objective by engaging in classic price 

squeeze tactics. 

PLEASE DEFINE AND DISCUSS THE CONCEPT OF A PRICE SQUEEZE. 

A price squeeze is created when a vertically integrated firm (such as Qwest) has 

unrestrained retail pricing freedom to compete against companies (such as CLECs) 

in retail markets while controlling critical inputs upon which its competitors are 

dependent (such as special access services andor UNEs). In this situation, the 

vertically integrated firm can use the price squeeze as an anticompetitive device by 

lowering the price for the retail service to or below the price which it charges for the 

wholesale elements necessary for competitors to compete, thus squeezing the 

dependent  competitor^' margins between retail rates and wholesale rates, and 

Q. 

A. 

Q. 

A. 
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reducing or eliminating their ability to recover their costs. This strategy is called a 

price squeeze and can more formally be defined as follows: 

Considering a situation in which a monopoly supplier is integrated 
downstream, a price squeeze [is] the situation in which “the 
monopoly input supplier charges a price for the input to its 
downstream competitors that is so high they cannot profitably sell 
the downstream product in competition with the integrated firm7” 
(Emphasis added.) 

The FCC discusses the price-squeeze strategy and notes that it occurs when a 

dominant firm with downstream competitors that rely on facilities and services from 

the dominant firm is “charging prices for inputs that precluden competition from 

firms relying on those inputs.*” The upshot of a price squeeze is that competitors 

would have to pay more to their wholesale provider (Qwest) than they can charge to 

their retail customers, thereby losing money on every customer. 

Q. CAN YOU PROVIDE AN EXAMPLE OF HOW QWEST COULD 

EXECUTE A PRICE SQUEEZE BY MANIPULATING RETAIL PRICES 

IN A DEREGULATED ENVIRONMENT? 

A. The table below provides a simple example of how Qwest could execute a price 

squeeze in Arizona using the retail pricing freedom it would have absent appropriate 

price floor standards. By setting its retail prices at levels that are lower than the 

levels at which its wholesale inputs which are required by CLECs to provide the 

service are priced, Qwest could put competitors in an extremely difficult position in 

Jean Tirole, “The Theory of Industrial Organization,“ The MIT Press, Cambridge, 
Massachusetts, 1988, page 186. Tirole quotes from Joskow, P. 1985. Mixing Regulatory 
and Antitrust Policies in the Electric Power Industry: The Price Squeeze and Retail 
Market Competition. In “Antitrust and Regulation: Essays in Memory of John J. 
McGowan,” ed. F. Fisher. City Publisher. 

7 

Sprint v. FCC, 274 F.3d 549,551 (2001). 
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Q W T  RETAIL PRICE CLEC LOSS 

which the CLEC would be faced with one of two options: (1) price its retail service 

to end-users at levels higher than Qwest (significantly reducing the opportunity for 

attracting new customers and likely losing existing customers), or (2) set prices at a 

level which would be competitive with Qwest, but would not recover the costs of 

providing the service (taking a loss on each existing andor new customer). 

Obviously, neither option would be attractive to any C E C  and would have a 

devastating effect on current competition in Arizona. 

PRICE SQUEEZE EXAMPLE 

I $15 I $12 I 4 3  

In this manner, Qwest could squeeze competitors out of the marketplace and 

eliminate any and all competition by simply setting prices at levels that do not 

recover the CLEC costs of offering the service. 

CAN YOU EXPLAIN IN MORE DETAIL THE PRICE SQUEEZE TACTIC 

THAT CONCERNS YOU? 

Yes. In simple terms, most CLECs live or die by the margins between the rates for 

the wholesale inputs and their retail rates. That margin must cover the CLECs' own 

costs and provide a return on investment, if the CLECs are ever to become effective 

competitors. The larger the margin between the wholesale rates CLECs pay to 

Qwest and the retail rates they can charge in the marketplace, the larger will be their 

profits - if any - or the smaller will be their losses. If that margin shrinks (or is 

Q. 

A. 
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Q. 

A. 

Q* 

A. 

eliminated), so will the CLECs’ ability to operate in Arizona. Thus, in the absence 

of a price floor, Qwest will be able -- at will - to increase or decrease the margin 

available to their dependent competitors. As such, Qwest is largely in control of the 

strength and viability of its competitors, which - coming full circle -- are the very 

companies that are needed to provide pricing discipline on a going-forward basis. 

DO YOU HAVE SPECIFIC EXAMPLES FOR THE COMMISSION TO 

CONSIDER? 

Yes. Regulators in other states have begun to see the negative effects of granting 

pricing flexibility prematurely. These concerns were detailed in a recent Wall Street 

Journal article in which the problems associated with ILECs setting retail rates at 

price squeeze levels was discussed (Exhibit TJG 2). One example cited in this 

article illustrates that SBC is offering a retail rate for a limited time of $11.95, while 

the wholesale rates charged to competitors is $13.67. This differential between retail 

and wholesale rates puts CLECs “in the hole” $1.72 per month, plus the costs to the 

CLEC associated with retailing the service. Clearly, the pricing strategy employed 

by SBC is designed to totally eliminate the CLECs’ profit, and to drive them out of 

business. Qwest’s proposal, if granted would allow Qwest to engage in the same 

type of pricing in Arizona. 

DOES IT MITIGATE YOUR CONCERN SINCE THE BELOW COST 

RETAIL PFUCE Is FOR A LIMITED TIME PERIOD? 

No, in fact, if retail prices were set at these levels permanently, it would not be 

reasonable to argue that such pricing was not a benefit to retail customers. However, 

the below cost pricing strategy is limited in order to price potential competitors out 
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of the market. Once those competitors are eliminated, (and any actions taken by the 

Commission to re-regulate are too late) D C s  are free to increase rates to much 

higher levels, more than recouping the reduced profits realized during the short term. 

WOULDN’T CLECS COMPETING VIA RESALE BE INSULATED FROM 

A Q W T  PRICE SQWEZE? 

Before answering that question, I think it is necessary to briefly comment on the 

concept of “resale competition” in general. As the Commission is aware, reselling 

CLECs are limited to providing only the services Qwest provides. As such, it is 

impossible for the CLEC to differentiate its product from Qwest, a situation that 

would not be expected in a truly competitive environment. Additionally, since 

reselling CLECs obtain the Qwest service on a discounted wholesale basis (with the 

discount reflecting Qwest’s retailing costs), the only price competition that can occur 

Q. 

A. 

is limited to retail activities (i.e., resellers have to be more efficient at the retailing 

business than Qwest in order to gain a cost advantage over Qwest in order to offer 

Qwest’s resold service at relatively attractive rates). Therefore, price competition is 

also limited. Although resale has been an important entry vehicle in the initial stages 

of the development of a competitive local exchange market across the country, its 

attractiveness as a means of competing with ILECs has been dramatically reduced 

recently. This is due to the fact that, as discussed above, resale is a less effective 

means of competition than either UNE or facilities based Competition. 

To respond directly to the question regarding whether resale CLECs are 

insulated from a Qwest price squeeze, the answer is “no”. Resale CLECs would still 

be at risk from a Qwest price squeeze if Qwest had additional pricing flexibility 
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because, as mentioned previously, such CLECs must recover not only the wholesale 

cost of providing the service (paid directly to Qwest), but also all associated retailing 

costs. ILECs often try to mitigate other parties’ price squeeze arguments by noting 

that they (ILEcs) cannot price below a reselling competitor’s cost because the 

reselling competitors costs are discounted from the ILEC retail price. This argument 

does not hold water, as illustrated in the following example: 

Assume that reselling CLEC (selling services to business customers) can 

purchase resale services from Qwest at a discount (18% in Arizona). Further 

assume that the Qwest retail rate against which the CLEC competes is $25/month. 

Under these conditions, the CLEC can set a rate of $24.50, thereby allowing it to 

“win” customers from Qwest, pay Qwest ($25 x 82% = $20.50), recover its retail- 

related costs (assumed to be $4)’ and maintain a margin of $0.50. Now, assume that 

Qwest is granted additional pricing flexibility, and with that ability reduces its retail 

rate to $20. The CLEC must still recover $4 in retailing expenses and must still pay 

Qwest ($20 x 82% = $16.40). In order to just break even, the CLEC must set a retail 

price of $16.40 + $4 = $20.40. This retail price would not be attractive when 

compared to Qwest’s offered price of $20, and the CLEC would begin to lose 

customers. If the CLEC elected to “compete” with Qwest and price its resold 

services at $20, it would lose $0.40 per customer per month. As is always the case 

when faced with a price squeeze, the reselling CLECs choices are therefore either to 

lose customers or lose money. Obviously, given those options, the CLEC would 

choose to exit the market. 

WOULDN’T RETAIL PRICE REDUCTIONS BY QWEST BE A BENEFIT Q. 
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TO CONSUMERS? 

In the short term, the answer is obviously “yes.” However, after competing firms 

have been driven from the marketplace as discussed above, Qwest would no longer 

be constrained by competitive pressure from raising prices to levels well in excess of 

cost. In other words, once the price squeeze has successfully eliminated 

competitors, Qwest could freely increase prices to monopoly-profit-maximizing 

levels without any threat of a competitive response. In the long run, consumers 

would therefore not experience prices that are competitively driven. Rather, absent a 

reasonable price floor, customers could expect to experience prices well in excess of 

cost, and (since alternative providers have exited the market) have no alternative but 

to pay those prices. Even in the short term, these pricing tactics would not likely 

provide widespread benefits to customers in Arizona because the temporary price 

reductions would likely be limited to the CLEC’s largest customers that Qwest is 

most interested in winning back In short, although a pricing strategy that includes 

reductions in retail rates appears on its face to be appealing from a consumer 

perspective, in actuality, such a scheme will result in higher, not lower, rates, and in 

substantially narrower choices of providers and services for consumers. 

A. 

Q. HOW CAN THE COMMISSION PREVENT THESE NEGATIVE 

CUSTOMER AND MARKET IMPACTS? 

In the event that the Commission determines that it is appropriate to deregulate 

services in certain Arizona exchanges, I recommend that the Commission impose a 

A. 

price floor, below which Qwest would not be allowed to set retail rates. The price 

floor should include, at a minimum, the following two cost components: 
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A. 

Q. 

A. 

(1) 
provide the service. 

Imputed costs of all the UNEs a d o r  services used by CLECs to 

For example, because Time Warner relies upon special access 
services (provided solely by Qwest) in order to provide retail services 
to end use customers, their associated costs must be recovered. 

A masure of minimum retail related costs. 
An appropriate proxy for these retail costs could be established by 
using the Commission approved percentage for resale discounts. The 
Commission should recall that the resale discount is calculated based 
on Qwest’s retail related expenses. 

(2) 

Additionally, I recommend that the review of prices be done by the 

Commission before-the-fact, i.e., prior to the new price becoming effective. By 

implementing this before-the-fact review the Commission can ensure that anti- 

competitive or predatory pricing does not impact the market. 

ISN’T Q W T  ALREADY SUBJECT TO A PRICE FLOOR IN ARIZONA? 

Yes. According to Commission Rule R14-2-1310 C., incumbent local exchange 

carriers are required to recover TSLRIC costs in the price of retail services. It is my 

understanding that the Commission was to establish rules in order to implement 

these price floors, but that that has yet to occur. 

IS A TSLRIC PRICE FLOOR ADEQUATE TO PREVENT THE ANTI- 

COMPETITIVE BEHAVIOR YOU DESCRIBE ABOVE? 

No. TSLRTC does not allow carriers to recover all costs. If prices are offered by 

Qwest at TSLRIC (or lower), CLECs are not likely to offer services, and would 

likely leave the market. This contention is supported by Qwest in its testimony in 

this proceeding. Qwest witness Teresa K. Million states in her direct testimony that 

TSLRIC costs “do not by themselves define the appropriate price level”, and further, 

ACC Decision No. 63487-March 30,2001’ 
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that carriers must recover costs in addition to TSLRIC in order to “remain a healthy, 

viable and growing corporation that can continue to invest in new products and 

services.” She goes on to say that if firms do not recover such costs, “the products 

are not likely to be offered by the 

In short, and apparently Qwest would agree, a TSLRIC price floor is too low 

to prevent anti-competitive behavior, since it would be impossible for a competing 

carrier to be viable if it was forced to compete if Qwest offers rates at or below 

TSLRIC. 

Qwest’s History of Pricing Flexibility Abuse 

Q. YOU HAVE RECOMMENDED THAT THE COMMISSION PLACE 

RESTRICTIVE CONDITIONS ON QWEsT RECEIVING ADDITIONAL 

PRICING FLEXIBILITY, AND THAT SUCH TREATMENT IS 

PREMATURE AT THIS TIME GIVEN CURRENT COMPETITIVE 

REALITIES IN ARIZONA. CAN YOU PROVIDE THE COMMISSION 

WITH AN ARIZONA-SPECIFIC EXAMPLE OF HOW QWEST HAS 

RECEIVED REGULATORY FLEXIBILITY IN THE PAST, AND IN 

WHICH SUCH FLEXIBILITY HAS BEEN SHOWN TO BE 

PREMATURE? 

Yes. 

special access. 

A. As noted above, Qwest’s benefits from supra-competitive profits from 

The FCC, in its Pricing Flexibility Order granted pricing 

Direct testimony of Teresa K. Million, pages 9 and 10. 
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flexibility to Qwest and other ILECs for Special Access in 1999 upon a showing 

by the ILEC that certain competitive triggers had been met." Historically, ILECs 

have argued (as Qwest does in this Docket) that such pricing flexibility is needed 

in order to respond to competitors setting retail prices lower than what is 

permitted under current regulations. Therefore, once Qwest obtained this 

additional flexibility for pricing special access, it is reasonable to expect to see 

Qwest's special access rates come down over time, and that the discipline of a 

competitive market would prevent Qwest from increasing special access rates. 

However, a review of Qwest's special access rates since that regulatory flexibility 

was granted, shows that just the opposite has occurred. 

To make matters even worse, on August 16, 2004, Qwest filed for 

additional increases to special access rates in its Transmittal No. 206. On 

average, Qwest is proposing rate increases of 27% with this most recent 

transmittal. It is obvious that the marketplace is not mature enough to restrain 

Qwest from acting on its incentives to increase prices. The results of granting 

Qwest additional pricing flexibility in this instance has resulted in ever increasing 

rates. 

WHAT WAS THE BASIS FOR THE FCC'S GRANTING OF PRICING 

FLEXIBILITY? 

Q. 

__ 

'I  FCC 99-206. 
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A. 

Q. 

A. 

Q. 

A. 

Q. 

A 

The FCC bases its granting of pricing flexibility on a number of factors, including 

a requirement that competitors have established a significant market presence, 

which would preclude the incumbent from exploiting any monopoly power.” 

HOW DOES THE FCC REQUIREMENT COMPARE TO QWEST’S 

PROPOSED “TEST” FOR COMPETITION IN THIS DOCKET? 

Qwest’s “test” is considerably weaker. Incredibly, Qwest proposes that the only 

pre-requisite to a zone being considered competitive is a demonstration that 

functional equivalents or substitutes for Qwest’s services are available from at 

least one competitor. Even more incredibly, Qwest proposes that in order to pass 

this “test” that competitor may be serving customers reselling Qwest  service^.'^ 

WHAT CAN THE COMMISSION LEARN FROM THIS EXAMPLE? 

The Commission can see from this example, the dangers of implementing pricing 

flexibility in situations in which the market is not mature enough to discipline the 

dominant provider. In the example I provide above, the injured parties consist of 

Qwest’s wholesale customers of special access. Qwest special access was not 

subject to competition, and based on the fact that Qwest continues to seek even 

higher rates for the service, competition has failed to discipline Qwest’s pricing 

practices. Should Qwest employ the same type of pricing practices in the local 

market in Arizona, the Commission can expect local rates to increase 

dramatically, just as they have with special access. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes. 

Pricing Flexibility Order, FCC 99-206 1141. 12 

l3  Shooshan at page 12. 

Page 32 



Exhibit TJG 1 
Timothy J. Gates 

81 9 Huntington Drive 
Highlands Ranch, Colorado 80007 
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tgates @ qsiconsulting.com 

Senior Vice President, QSI Consulting, Inc. 

MCI WorldCom, National Public Policy Group, Denver, Colorado, Executive Staff Member, 

MCI Telecommunications World Headquarters, Washington D,C, Executive Staff Member II 

MCI Regulatory Analysis Department, Washington, D.C., Senior Manager 

Economic Analysis and Requlatory Policy in the Legal, Requlatory and Legislative Affairs 
Department for the Midwest Division of MCI, Senior Manager 

MCI West Division, Denver, Colorado, Manager of Tariffs and Economic Analysis 

MCI Southwest Division, Austin, Texas, Financial Analyst Ill and Senior Staff Specialist 

Public Utility Commission of Oregon, Oregon, Economic Analyst 

Bonneville Power Administration, Financial Analyst 

< I  

Bachelor of Science from Oregon State University 

Master of Management degree in Finance and Quantitative Methods from Willamette University's 
Atkinson Graduate School of Management. 

Alabama: 

October 18, 2000; Docket No. 27867; Adelphia Business Solutions Arbitration with BellSouth 
Telecommunications; Direct Testimony on Behalf of Adelphia. 

January 31, 2001 ; Docket No. 27867; Adelphia Business Solutions Arbitration with BellSouth 
Telecommunications; Rebuttal Testimony on Behalf of Adelphia. 
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~ Arizona: 

I 
September 23,1987; Arizona Corporation Commission Workshop on Special Access Services; 
Comments on Behalf of MCI. 

August 21, 1996; Affidavit in Opposition to USWC Motion for Partial Summary Judgment; No. CV 95- 
14284, No. CV-96-03355, No. CV-96-03356. (consolidated); On Behalf of MCI. 

October 24,1997; Comments to the Universal Service Fund Working Group; Docket No. R-0000-97-137; 
On Behalf of MCI. 

May 8, 1998; Comments to the Universal Service Fund Working Group; Docket N0.R-0000-97-137; On 
Behalf of MCI. 

November 9,1998; Docket No. T-03175A-97-0251; Application of MClmetro Access Transmission 
Services, Inc. to Expand It’s CCN to Provide IntraLATA Services and to Determine that Its IntraLATA 
Services are Competitive; Direct Testimony on Behalf of MCI WoridCom, Inc. 

September 20, 1999; Docket No. T-000008-97-238; USWC OSS Workshop; Comments on Behalf of MCI 
WorldCom, Inc. 

~ 

January 8,2001 ; Docket Nos. T-03654A-00-0882, T-0105lB-00-0882; Petition of Level 3 
Communications, LLC, for Arbitration with Qwest Corporation; Direct Testimony on Behalf of Level 3. 

California: 

August 30, 1996; Application No. 96-08-068; MCI Petition for Arbitration with Pacific Bell; Direct Testimony 
on Behalf of MCI. 

September 10, 1996; Application No. 96-09-01 2; MCI Petition for Arbitration with GTE California, Inc.; 
Direct Testimony on Behalf of MCI. 

June 5,2000; Petition of Level 3 Communications for Arbitration of an Interconnection Agreement with 
Pacific Bell Telephone Company; Direct Testimony on Behalf of Level (3) Communications, LLC. 

Colorado: 

December 1,  1986; Investigation and Suspension Docket No. 1720; Rate Case of Mountain States 
Telephone and Telegraph Company; Direct Testimony on Behalf of MCI. 

October 26, 1988; Investigation and Suspension Docket No. 1766; Mountain States Telephone and 
Telegraph Company’s Local Calling Access Plan; Direct Testimony of Behalf of MCI. 

September 6, 1996; MClmetro Petition for Arbitration wit U S WEST Communications, Inc.; Docket No. 
96A-366T (consolidated); Direct Testimony on Behalf of MCI. 

September 17,1996; MClmetro Petition for Arbitration wit U S WEST Communications, Inc.; Docket No. 
96A-366T (consolidated); Rebuttal Testimony on Behalf of MCI. 

September 26, 1996; Application of U S WEST Communications, Inc. To Modify Its Rate and Service 
Regulation Plan; Docket No. Docket No. 90A-665T (consolidated); Direct Testimony on Behalf of MCI. 
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October 7, 1996; Application of U S WEST Communications, Inc. To Modify Its Rate and Service 
Regulation Plan; Docket No. Docket No. 90A-665T (consolidated); Rebuttal Testimony on Behalf of MCI. 

July 18,1997; Complaint of MCI to Reduce USWC Access Charges to Economic Cost; Docket Nos. 97K- 
237T, 97F-175T (consolidated) and 97F-212T (consolidated); Direct Testimony on Behalf of MCI. 

August 15,1997; Complaint of MC1 to Reduce USWC Access Charges to Economic Cost; Docket Nos. 
97K-237T, 97F-175T (consolidated) and 97F-212T (consolidated); Rebuttal Testimony on Behalf of MCI. 

March 10, 1998; Application of WorldCom, Inc. for Approval to Transfer Control of MCI to WorldCom, Inc.; 
Docket No. 97A-494T; Supplemental Direct Testimony on Behalf of MCI. 

March 26, 1998; Application of WorldCom, Inc. for Approval to Transfer Control of MCI to WorldCom, Inc.; 
Docket No. 97A-494T; Rebuttal Testimony on Behalf of MCI. 

May 8, 1998; Application of WorldCom, lnc. for Approval to Transfer Control of MCI to WorldCom, Inc.; 
Docket No. 97A-4941; Affidavit in Response to GTE. 

November 4, 1998; Proposed Amendments to the Rules Prescribing IntralATA Equal Access; Docket No. 
98R-426T; Comments to the Commission on Behalf of MCI WorldCom and AT&T Communications of the 
Mountain States, Inc. 

May 13,1999; Proposed Amendments to the Rules on Local Calling Area Standards; Docket No. 99R- 
128T; Oral Comments before the Commissioners on Behalf of MCIW. 

I :I, 

January 4, 2001; Petition of Level 3 Communications, LLC for Arbitration with Qwest Corporation; Docket 
No. 00B-601T; Direct Testimony on Behalf of Level 3. 

January 16,2001 ; Petition of Level 3 Communications, LLC for Arbitration with Qwest Corporation; Docket 
No. 008-601 T; Rebuttal Testimony on Behalf of Level 3. 

January 29,2001 ; Qwest Corporation, Inc., Plaintiff, v. IP Telephony, Inc., Defendant. District Court, City 
and County of Denver, State of Colorado; Case No. 99CV8252; Direct Testimony on Behalf of IP 
Telephony. 

Delaware: 

February 12, 1993; Diamond State Telephone Company’s Application for a Rate Increase; Docket No. 92- 
47; Direct Testimony on Behalf of MCI. 

’ 

Florida: 

July 1 , 1994; Investigation into IntraLATA Presubscription; Docket No. 930330-TP; Direct Testimony on 
Behalf of MCJ. 

October 5,2000; Petition of Level 3 for Arbitration with BellSouth; Docket No. 000907-TP; Direct 
Testimony On Behalf of Level 3. 

October 13, 2000; Petition of BellSouth for Arbitration with US LEC of Florida Inc.; Docket No. 000084-TP; 
Direct Testimony On Behalf of US LEC. 

October 27,2000; Petition of BellSouth for Arbitration with US LEC of Florida Inc.; Docket No. 000084-TP; 
Rebuttal Testimony On Behalf of US LEC. 

November 1, 2000; Petition of Level 3 for Arbitration with BellSouth; Docket No. 000907-TP; Rebuttal 
Testimony On Behalf of Level 3. 
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Georgia: 

I 

December 6,2000; Docket No. 12645-U; Petition of Level 3 for Arbitration with BellSouth; Direct 
Testimony on Behalf of Level 3. 

December 20,2000; Docket No. 12645-U; Petition of Level 3 for Arbitration with BellSouth; Rebuttal 
Testimony on Behalf of Level 3. 

Idaho: 

November 20,1987; Case No. U-1150-1; Petition of MCI for a Certificate of Public Convenience and 
Necessity; Direct Testimony on Behalf of MCI. 

March 17, 1988; Case No. U-1500-177; Investigation of the Universal Local Access Service Tariff; Direct 
Testimony on Behalf of MCI. 

April 26, 1988; Case No. U-1500-177; Investigation of the Universal Local Access Service Tariff; Rebuttal 
Testimony on Behalf of MCI. 

Illinois: 

January 16, 1989; Docket No. 83-0142; Appropriate Methodology for Jntrastate Access Charges; Rebuttal 
Testimony Regarding Toll Access Denial on Behalf of MCI. 

1 

February 16, 1989; Docket No. 83-01 42; Appropriate Methodology for lntrastate Access Charges; 
Testimony Regarding ICTCs Access Charge Proposal on Behalf of MCI. 

May 3, 1989; Docket No. 89-0033; Illinois Bell Telephone Company's Rate Restructuring; Direct 
Testimony on Behalf of MCI. 

July 14, 1989; Docket No. 89-0033; Illinois Bell Telephone Company's Rate Restructuring; Rebuttal 
Testimony on Behalf of MCI. 

November 22, 1989; Docket No. 88-0091 ; IntraMSA Dialing Arrangements; Direct Testimony on Behalf of 
MCI. 

February 9, 1990; Docket No. 88-0091; IntraMSA Dialing Arrangements; Rebuttal Testimony on Behalf of 
MCI. 

November 19, 1990; Dockel No. 83-01 42; Industry presentation to the Commission re Docket No. 83- 
01 42 and issues for next generic access docket; Comments re the Imputation Trial and Unitary 
Pricing/Buiiding Blocks on Behalf of MCI. 

July 29, 1991 ; Case No. 90-0425; Presentation to the Industry Regarding MCl's Position on Imputation. 

November 18, 1993; Docket No. 93-0044: Comdaint of MC1 and LDDS re Illinois Bell Additional 
Aggregated Discount and Growth Incentive Discount Services; Direct Testimony on Behalf of MCI and 
LODS. 

January 10, 1994; Docket No. 93-0044; Complaint of MCI and LDDS re Illinois Bell Additional Aggregated 
Discount and Growth Incentive Discount Services; Rebuttal Testimony on Behatf of MCI and LDDS. 

May 30,2000; Docket No. 00-0332; Level 3 Petition for Arbitration to Establish and Interconnection 
Agreement with Illinois Bell Telephone Company; Direct Testimony on Behalf of Level (3) 
Communications, LLC. 
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July 11,2000: Docket No. 00-0332; Level 3 Petition for Arbitration to Establish and Interconnection 
Agreement with Illinois Bell Telephone Company; Supplemental Verified Statement on Behalf of Level (3) 
Communications, LLC. 

Indiana: 

October 28, 1988; Cause No. 38561; Deregulation of Customer Specific Offerings of Indiana Telephone 
Companies; Direct Testimony on Behalf of MCI. 

December 16, 1988; Cause No. 38561; Deregulation of Customer Specific Offerings of Indiana Telephone 
Companies; Direct Testimony on Behalf of MCI Regarding GTE. 

April 14, 1989; Cause No. 38561 ; Deregulation of Customer Specific Offerings of Indiana Telephone 
Companies; Direct Testimony on Behalf of MCI Regarding Staff Reports. 

June 21, 1989; Cause No. 37905; Intrastate Access Tariffs -- Parity with Federal Rates; Direct Testimony 
on Behalf of MCI. 

June 29, 1989; Cause No. 38560; Reseller Complaint Regarding 1 + IntraLATA Calling; Direct Testimony 
on Behalf of MCI. 

) 

October 25,1990; Cause No. 39032; MCI Request for IntraLATA Authority; Direct Testimony on Behalf of 
MCI. 

April 4, 1991; Rebuttal Testimony in Cause No. 39032 re MCl's Request for IntraLATA Authority on Behalf 
of MCI. 

Iowa: 

September 1, 1988; Docket No. RPU 88-6; IntraLATA Competition in Iowa; Direct Testimony on Behalf of 
MCI. 

September 20,1988; Docket No. RPU-88-1; Regarding the Access Charges of Northwestern Bell 
Telephone Company; Direct Testimony on Behalf of MCI. 

September 25, 1991; Docket No. RPU-91-4; Investigation of the Earnings of U S WEST Communications, 
Inc.; Direct Testimony on Behalf of MCL 

October 3, 1991; Docket No. NOI-90-1; Presentation on Imputation of Access Charges and the Other 
Costs of Providing Toll Services; On Behalf of MCI. 

November 5, 1991; Docket No. RPU-91-4; Investigation of the Earnings of U S WEST Communications, 
Inc.; Rebuttal Testimony on Behalf of MCI. 

December 23,1991; Docket No. RPU-91-4; Investigation of the Earnings of US WEST Communications; 
Inc.; Supplemental Testimony on Behalf of MCI. 

January 10, 1992; Docket No. RPU-91-4; Investigation of the Earnings of U S WEST Communications, 
Inc.; Rebuttal Testimony on Behalf of MCI. 

January 20, 1992; Docket No. RPU-91-4; investigation of the Earnings of U S WEST Communications, 
Inc.; Surrebuttal Testimony on Behalf of MCI. 
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June 8, 1999; Docket NOI-99-1; Universal Service Workshop; Participated on numerous panels during 
two day workshop; Comments on Behalf of MCIW. 

October 27, 1999: Docket NOI-99-1; Universal Service Workshop; Responded to questions posed by the 
Staff of the Board during one day workshop; Comments on Behalf of MCIW and AT&T. 

Kansas: 

June 10, 1992; Docket No. 181,097-U; General Investigation into IntralATA Competition within the State 
of Kansas; Direct Testimony on Behalf of MCI. 

September 16, 1992; Docket No. 181,097-U; General Investigation into IntralATA Competition within the 
State of Kansas; Rebuttal Testimony on Behalf of MCI. 

Kentucky: 

May 20, 1993; Administrative Case No. 323, Phase I; An Inquiry into IntraLATA Toll Competition, an 
Appropriate Compensation Scheme for Completion of IntralATA Calls by lnterexchange Carriers, and 
WATS Jurisdictionality; Direct Testimony on Behalf of MCI. 

December 21,2000; Case No. 2000-404; Petition of Level 3 Communications, LLC for Arbitration with 
BellSouth; Direct Testimony on Behalf of Level 3. 

- I 

January 12, 2001 ; Case No. 2000-477; Petition of Adelphia Business Solutions for Arbitration with 
BellSouth; Direct Testimony on Behalf of Adelphia. 

Louisiana: 

December 28,2000; Docket No. U-25301; Petition of Adelphia Business Solutions for Arbitration with 
BellSouth; Direct Testimony on Behalf of Adelphia. 

January 5,2001 ; Docket No. U-25301; Petition of Adelphia Business Solutions for Arbitration with 
BellSouth; Rebuttal Testimony on Behalf of Adelphia. 

Maryland: 

November 12, 1993; Case No. 8585; Competitive Safeguards Required re C&P's Centrex Extend Service; 
Direct Testimony on Behalf of MCI. 

January 14,1994; Case No. 8585; Competitive Safeguards Required re C&Ps Centrex Extend Service; 
Rebuttal Testimony on Behalf of MCI. 

May 19, 1994; Case No. 8585; Re Bell Atlantic Maryland, Inc.3 Transmittal No. 878; Testimony on Behalf 
of MCI. 

June 2, 1994; Case No. 8585; Competitive Safeguards Required re C&Ps Centrex Extend Service; 
Rebuttal Testimony on Behalf of MCI. 

Massachusetts: 

April 22, 1993; D.P.U. 93-45; New England Telephone Implementation of Interchangeable NPAs; Direct 
Testimony on Behalf of MCI. 

May 10, 1993; D.P.U. 93-45; New England Telephone Implementation of Interchangeable NPAs; Rebuttal 
Testimony on Behalf of MCI. 

I Page TJG 6 



Exhibit TJG 1 
Timothy J. Gates 

_ .  
Michigan: 

September 29,1988; Case Nos. U-9004, U-9006, U-9007 (Consolidated); Industry Framework for 
IntraLATA Toll Competition; Direct Testimony on Behalf of MCI. 

November 30,1988; Case Nos. U-9004, U-9006, U-9007 (Consolidated); Industry Framework for 
IntraLATA Toll Competition; Rebuttal Testimony on Behalf of MCI. 

June 30, 1989; Case No. U-8987; Michigan Bell Telephone Company Incentive Regulation Plan; Direct 
Testimony on Behalf of MCI. 

July 31, 1992; Case No. U-10138; MCI v Michigan Bell and GTE re IntraLATA Equal Access; Direct 
Testimony on Behaff of MCI. 

November 17,1992; Case No. U-10138; MCI v Michigan Bell and GTE re IntralATA Equal Access; 
Rebuttal Testimony on Behalf of MCI. 

July 22,1993; Case No. U-10138 (Reopener); MCI v Michigan Bell and GTE re IntralATA Equal Access; 
Direct Testimony on Behalf of MCI. 

February 16, 2000; Case No. U-12321; AT&T Communications of Michigan, Inc. Complainant v. GTE 
North Inc. and Contel of the South, Inc., d/b/a GTE Systems of Michigan; Direct Testimony on Behalf of 
AT&T. (Adopted Testimony of Michael Starkey) 

1 

May 11,2000; Case No. U-12321; AT&T Communications of Michigan, Inc. Complainant v. GTE North 
Inc. and Contel of the South, Inc., d/b/a GTE Systems of Michigan; Rebuttal Testimony on Behalf of 
AT&T. 

June 8,2000; Case No. U-12460; Petition of Level 3 Communications for Arbitration to Establish an 
Interconnection Agreement with Ameritech Michigan; Direct Testimony on Behalf of Level (3) 
Communications, LLC. 

September 27,2000; Case No. U-12528; In the Matter of the Implementation of the Local Calling Area 
Provisions of the MTA; Rebuttal Testimony on Behalf of Focal Communications, Inc.. 

Minnesota: 

January 30, 1987; Docket No. P-421/CI-86-88; Summary Investigation into Alternative Methods for 
Recovery of Non-traffic Sensitive Costs; Comments to the Commission on Behalf of MCI. 

September 7, 1993; Docket No. P-999/Cl-85-582, P-9991CJ-87-697 and P-999/Cl-87-695, In the Matter of 
an Investigation into IntraLATA Equal Access and Presubscription; Comments of MCI on the Report of the 
Equal Access and Presubscription Study Committee on Behalf of MCI. 

September 20, 1996; Petition for Arbitration with U S WEST Communications, Inc.; Docket No. P-442, 
4211M-96-855; P-532lI421/M-96-9O9; and P-3167,421/M-96-729 (consolidated); Direct Testimony on 
Behalf of MCI. 

September 30, 1996; Petition for Arbitration with U S WEST Communications, Inc.; Docket No. P-442, 
421 /M-96-855; P-5321,421/M-96-909; and P-3167,421/M-96-729 (consolidated); Rebuttal Testimony on 
Behalf of MCI. 

September 14-1 6, 1999; USWC OSS Workshop; Comments on Behaff of MCI WorldCom, Inc. re OSS 
Issues. 

September 28, 1999; Docket No. P-999/R-97-609; Universal Service Group; Comments on Behalf of MCI 
WorldCom, Inc. and AT&T Communications. 
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Mississippi: 

February 2,2001 ; Docket No. 2000-AD-846; Petition of Adelphia Business Solutions for Arbitration with 

BellSouth Telecommunications; Direct Testimony on Behalf of Adelphia. 

February 16,2001 ; Docket No. 2000-AD-846; Petition of Adelphia Business Sofutions for Arbitration with 

BellSouth Telecommunications; Rebuttal Testimony on Behalf of Adelphia. 

Montana: 

May 1, 1987; Docket No. 86.1 2.67; Rate Case of AT&T Communications of the Mountain States, Inc.; 
Direct Testimony on Behalf of MCI. 

September 12, 1988; Docket No. 88.1 -2; Rate Case of Mountain States Telephone and Telegraph 
Company; Direct Testimony on Behalf of MCI. 

May 12,1998; Docket No. D97.10.191; Application of WorldCom, Inc. for Approval to Transfer Control of 
MCl Communications Corporation to WorldCom, Inc.; Rebuttal Testimony on Behalf of MCl. 

) 
I *  

June 1, 1998; Docket No. D97.10.191; Application of WorldCom, Inc. for Approval to Transfer Control of 
MCI Communications Corporation to WorldCom, Inc.; Amended Rebuttal Testimony on Behalf of MCI. 

Nebraska: 

November 6, 1986; Application No. C-627; Nebraska Telephone Association Access Charge Proceeding; 
Direct Testimony on Behalf of MCI. 

March 31, 1988; Application No. C-749; Application of United Telephone Long Distance Company of the 
Midwest for a Certificate of Public Convenience and Necessity; Direct Testimony on Behalf of MCI. 

New Hampshire: 

April 30, 1993; Docket DE 93-003; Investigation into New England Telephone's Proposal to Implement 
Seven Digit Dialing for Intrastate Toll Calfs; Direct Testimony on Behalf of MCI. 

I 

I ,  

January 12,2001; Docket No. DT 00-223; Investigation Into Whether Certain Calls are Local; Direct 
Testimony on Behalf of BayRing Communications. 

New Jersey: 

September 15,1993; Docket No. TX93060259; Notice of Pre-Proposal re IntralATA Competition; 
Comments in Response to the Board of Regulatory Commissioners on Behalf of MCI. 

October 1, 1993; Docket No. TX93060259; Notice of Pre-Proposal re IntraLATA Competition; Reply 
Comments in Response to the Board of Regulatory Commissioners on Behalf of MCI. 

April 7,1994; Docket Nos. TX90050349, TE92111047, and TE93060211; Petitions of MCI, Sprint and 
AT&T for Authorization of IntralATA Competition and Elimination of Compensation; Direct Testimony on 
Behalf of MCI. 
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April 25,1994; Docket Nos. TX90050349, TE92111047, and TE93060211; Petitions of MCI, Sprint and 
AT&T for Authorization of IntraLATA Competition and Elimination of Compensation; Rebuttal Testimony 
on Behalf of MCI. 

New Mexico: 

September 28, 1987; Docket No. 87-61-TC; Application of MCI for a Certificate of Pubiic Convenience 
and Necessity; Direct Testimony on Behalf of MCI. 

August 30,1996: Docket No. 95-572-TC; Petition of AT&T for IntraLATA Equal Access; Rebuttal 
Testimony on Behalf of MCI. 

New York: 

April 30, 1992; Case 28425; Comments of MCI Telecommunications Corporation on IntraLATA 
Presubscription. 

June 8, 1992; Case 28425; Reply Comments of MCI Telecommunications Corporation on IntraLATA 
Presubscription. 

North Carolina: 

August 4,2000; Docket No. P779 SUB4; Petition of Level (3) Communications, LLC for Arbitration with 

1 
I 

Bell South; Direct Testimony on Behalf of Level (3) Communications, LLC. 

September 18,2000; Docket No. P779 SUB4; Petition of Level (3) Communications, LLC for Arbitration 

with Bell South; Rebuttal Testimony on Behalf of Level (3) Communications, LLC. 

October 18,2000; Docket No. P-886, SUB 1 ; Petition of Adelphia Business Solutions or North Carolina, 

\, 
LP for Arbitration with BellSouth; Direct Testimony on Behalf of Adelphia. 

December 8,2000; Docket No. P-886, SUB 1; Petition of Adelphia Business Solutions or North Carolina, 

LP for Arbitration with BellSouth; Rebuttal Testimony on Behalf of Adelphia. 

North Dakota: 

June 24,1991; Case No. PU-2320-90-183 (implementation of SB 2320 -- Subsidy Investigation); Direct 
Testimony on Behalf of MCI. 

October 24, 1991; Case No. PU-2320-90-183 (Implementation of SB 2320 -- Subsidy Investigation); 
Rebuttal Testimony on Behalf of MCI. 
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Oklahoma: 

April 2, 1992; Cause No. 2871 3; Application of MCI for Additional CCN Authority to Provide IntralATA 
Services; Direct Testimony on Behalf of MCI. 

June 22, 1992; Cause No. 28713; Application of MCI for Additional CCN Authority to Provide 1ntralATA 
Services; Rebuttal Testimony on Behalf of MCI. 

Oregon: 

October 27,1983; Docket No. UT 9; Pacific Northwest Bell Telephone Company Business Measured 
Service; Direct Testimony on Behalf of the Public Utility Commissioner of Oregon. 

April 23, 1984; Docket No. UT 17; Pacific Northwest Bell Telephone Company Business Measured 
Service; Direct Testimony on Behalf of the Public Utility Commissioner of Oregon. 

May 7,1984; Docket No. UT 17; Pacific Northwest Bell Telephone Company Business Measured Service; 
Rebuttal Testimony on Behalf of the Public Utility Commissioner of Oregon. 

October 31, 1986; Docket No. AR 154; Administrative Rules Relating to the Universal Service Protection 
Plan; Rebuttal Testimony on Behalf of MCI. 

September 6, 1996; Docket ARB3/ARB6; Petition of MCI for Arbitration with U S WEST Communications, 
Inc.; Direct Testimony on Behalf of MCI. 

’ 

October 1 1, 1996; Docket No. ARB 9; Interconnection Contract Negotiations Between MClmetro and 
GTE; Direct Testimony on Behalf of MCI. 

November 5, 1996; Docket No. ARB 9; Interconnection Contract Negotiations Between MClmetro and 
GTE; Rebuttal Testimony on Behalf of MCI. 

Pennsylvania: 

December 9, 1994; Docket No. 1-00940034; Investigation Into IntralATA Interconnection Arrangements 
(Presubscription); Direct Testimony on Behalf of MCI. 

Rhode Island: 

April 30, 1993; Docket No. 2089; Dialing Pattern Proposal Made by the New England Telephone 
Company; Direct Testimony on Behalf of MCI. 

South Carolina: 

Oct. ??, 2000; Docket No. 2000-0446-C; US LEC of South Carolina Inc. Arbitration with BellSouth 
Telecommunications; Direct Testimony on Behalf of US LEC. 

November 22,2000; Docket No. 2000-51 6-C; Adelphia Business Solutions of South Carolina, Inc. 
Arbitration with BellSouth Telecommunications; Direct Testimony on Behalf of Adelphia. 

December 14,2000; Docket No. 2000-51 6 4 ;  Adelphia Business Solutions of South Carolina, Inc. 
Arbitration with BellSouth Telecommunications; Rebuttal Testimony on Behalf of Adelphia. 

South Dakota: 
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November 11,1987; Docket No. F-3652-12; Application of Northwestern Bell Telephone Company to 
Introduce Its Contract Toll Plan; Direct Testimony on Behalf of MCI. 

Texas: 

June 5, 2000; PUC Docket No. 22441; Petition of Level 3 for Arbitration with Southwestern Bell Telephone 

Company; Direct Testimony on Behalf of Level (3) Communications, LLC. 

June 12,2000; PUC Docket No. 22441 ; Petition of Level 3 for Arbitration with Southwestern Bell 

Telephone Company; Rebuttal Testimony on Behalf of Level (3) Communications, LLC. 

Tennessee: 

January 31, 2001 ; Petition of Adelphia Business Solutions for Arbitration with BellSouth 

Telecommunications; Direct Testimony on Behalf of Adelphia. 

= ' --, 1 
:>I 

February 7,2001 ; Petition of Adelphia Business Solutions for Arbitration with BellSouth 

Telecommunications; Rebuttal Testimony on Behalf of Adelphia. 

Utah: 

November 16, 1987; Case No. 87-049-05; Petition of the Mountain State Telephone and Telegraph 
Company for Exemption from Regulation of Various Transport Services; Direct Testimony on Behalf of 
MCI. 

July 7, 1988; Case No. 83-999-1 1 ; Investigation of Access Charges for Intrastate InterLATA and 
IntralATA Telephone Services; Direct Testimony on Behalf of MCI. 

November 8, 1996; Docket No. 96-095-01; MClmetro Petition for Arbitration with USWC Pursuant to 47 
U.S.C. Section 252; Direct Testimony on Behalf of MCI. 

November 22, 1996; Docket No. 96-095-01; MClmetro Petition for Arbitration with USWC Pursuant to 47 
U.S.C. Section 252; Rebuttal Testimony on Behalf of MCI. 

September 3, 1997; Docket No. 97-049-08; USWC Rate Case; Surrebuttal Testimony on Behalf of MCI. 

September 29, 1997; Docket No. 97-049-08; USWC Rate Case; Revised Direct Testimony on Behalf of 
MCI. 

February 2,2001 ; Docket No. 00-999-05; in the Matter of the Investigation of Inter-Carrier Compensation 
for Exchanged ESP Traffic; Direct Testimony on Behalf of Level 3 Communications, LLP. 

Washington: 
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September 27, 1988; Docket No. U-88-2052-P; Petition of Pacific Northwest Bell Telephone Company 
for Classification of Services as Competitive; Direct Testimony on Behalf of MCI. 

October 11, 1996; Docket No. UT-960338; Petition of MCImetro for Arbitration with GTE Northwest, Inc,, 
Pursuant to 47 U.S.C.252; Direct Testimony on Behalf of MCI. 

November 20, 1996; Docket No. UT-960338; Petition of MClmetro for Arbitration with GTE Northwest, 
Inc., Pursuant to 47 U.S.C.252; Rebuttal Testimony on Behalf of MCI. 

January 13,1998; Docket No. UT-970325; Rulemaking Workshop re Access Charge Reform and the Cost 
of Universal Service: Comments and Presentation on Behalf of MCI. 

West Virginia: 

October 11, 1994; Case No. 94-0725-T-PC; Bell Atlantic - West Virginia Incentive Regulation Plan; Direct 
Testimony on Behalf of MCI. 

June 18, 1998; Case No. 97-1 338-T-PC; Petition of WorldCom, Inc. for Approval to Transfer Control of 
MCI Communications Corporation to WorldCom, Inc.; Rebuttal Testimony on Behalf of MCI. 

Wisconsin: 

October 31, 1988; Docket No. 05-TR-102; Investigation of Intrastate Access Costs, Settlements, and 
IntralATA Access Charges; Direct Testimony on Behalf of MCI. 

November 14, 1988; Docket No. 05-TR-102; Investigation of Intrastate Access Costs, Settlements, and 
IntralATA Access Charges; Rebuttal Testimony on Behalf of MCI. 

December 12, 1988; Docket No. 05-TI-1 16; In the Matter of Provision of Operator Services; Rebuttal 
Testimony on Behalf of MCI. 

March 6, 1989; Docket No. 6720-TI-102; Review of Financial Data Filed by Wisconsin Bell, Inc.; Direct 
Testimony on Behalf of MCI. 

May 1, 1989; Docket No. 05-NC-100; Amendment of MCl's CCN for Authority to Provide IntralATA 
Dedicated Access Services; Direct Testimony on Behalf of MCI. 

May 1 1, 1989; Docket No. 6720-TR-103; Investigation into the Financial Data and Regulation of 
Wisconsin Bell, Inc.; Rebuttal Testimony on Behalf of MCI. 

July 5, 1989; Docket No. 05-TI-112; Disconnection of Local and Toll Services for Nonpayment -- Part A; 
Direct Testimony on Behalf of MCI. 

July 5, 1989; Docket No. 05-TI-112; Examination of Industry Wide Billing and Collection Practices -- Part 
B; Direct Testimony on Behalf of MCI. 

July 12, 1989; Docket No. 05-TI-112; Rebuttal Testimony in Parts A and B on Behalf of MCI. 

October 9, 1989; Docket No. 6720-TJ-102; Review of the WBI Rate Moratorium; Direct Testimony on 
Behalf of MCI. 

November 17, 1989; Docket No. 6720-Tl-102; Review of the WBI Rate Moratorium; Rebuttal Testimony 
on Behalf of MCI. 
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December 1, 1989; Docket No. 05-TR-102; Investigation of Intrastate Access Costs, Settlements, and 
IntralATA Access Charges; Direct Testimony on Behalf of MCI. 

April 16, 1990; Docket No. 6720-TR-104; Wisconsin Bell Rate Case; Direct Testimony of Behalf of MCI. 

October 1, 1990; Docket No. 2180-TR-102; GTE Rate Case and Request for Alternative Regulatory Plan; 
Direct Testimony on Behalf of MCI. 

October 15, 1990; Docket No. 2180-TR-102; GTE Rate Case and Request for Alternative Regulatory 
Plan; Rebuttal Testimony on Behalf of MCI. 

November 15, 1990; Docket No. 05-TR-103; Investigation of Intrastate Access Costs and Intrastate 
Access Charges; Direct Testimony on Behalf of MCI. 

April 3, 1992; Docket No. 05-NC-102; Petition of MCI for IntralATA 1 OXXX 1 + Authority; Direct Testimony 
on Behalf of MCI. 

Wyoming: 

June 17, 1987; Docket No. 9746 Sub 1; Application of MCI for a Certificate of Public Convenience and 
Necessity; Direct Testimony on Behalf of MCI. 

1 

%.' 

May 19, 1997; Docket No. 72000-TC-97-99; In the Matter of Compliance with Federal Regulations of 
Payphones; Oral Testimony on Behalf of MCI. 

Comments Submitted to the Federal Communications Commission andor the Department of 
Justice 

March 6, 1991 ; Ameritech Transmittal No. 51 8; Petition to Suspend and Investigate on Behalf of MCI re 
Proposed Rates for OPTINET 64 Kbps Service. 

April 17, 1991 ; Ameritech Transmittal No. 526; Petition to Suspend and Investigate on Behalf of MCI re 
Proposed Flexible ANI Service. 

August 30, 1991 ; Ameritech Transmittal No. 555; Petition to Suspend and Investigate on Behalf of MCI re 
Ameritech Directory Search Service. 

September 30, 1991 ; Ameritech Transmittal No. 562; Petition to Suspend and Investigate on Behalf of 
MCI re Proposed Rates and Possible MFJ Violations Associated with Ameritech's OPTINET 
Reconfiguration Service (AORS). 

/' 

October 15, 1991 ; CC Docket No. 91 -215; Opposition to Direct Cases of Ameritech and United (Ameritech 
Transmittal No. 518; United Transmittal No. 273) on Behalf of MCI re the introduction of 64 Kbps Special 
Access Service. 

November 27, 1991 ; Ameritech Transmittal No. 578; Petition to Suspend and Investigate on Behalf of MCI 
re Ameritech Directory Search Service. 

September 4, 1992; Ameritech Transmittal No. 650; Petition to Suspend and Investigate on Behalf of MCI 
re Ameritech 64 Clear Channel Capability Service. 

February 16, 1995; Presentation to FCC Staff on the Status of Intrastate Competition on Behalf of MCI. 

November 9, 1999; Comments to FCC Staff of Common Carrier Bureau on the Status of OSS Testing in 
Arizona on Behalf of MCI WorldCom, Inc. 
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November 9, 1999; Comments to the Department of Justice (Task Force on Telecommunications) on the 

I 

I 
Status of OSS Testing in Arizona and the USWC Collaborative on Behalf of MCI WorldCom, Inc. 

I April 8, 1987; Minnesota; Senate File 677; Proposed Deregulation Legislation; Comments before the 
House Committee on Telecommunications. 

October 30, 1989; Michigan; Presentation Before the Michigan House and Senate Staff Working Group on 
Telecommunications; "A First Look at Nebraska, Incentive Rates and Price Caps," Comments on Behalf 
of MCI. 

May 16, 1990; Wisconsin; Comments Before the Wisconsin Assembly Utilities Committee Regarding the 
Wisconsin Bell Plan for Flexible Regulation, on Behalf of MCI. 

March 20,1991 ; Michigan; Presentation to the Michigan Senate Technology and Energy Committee re SB 
124 on behalf of MCI. 

May 15,1991 ; Michigan; Presentation to the Michigan Senate Technology and Energy Commission and 
the House Public Utilities Committee re MCl's Building Blocks Proposal and SB 124/HB 4343. 

March 8, 2000; Illinois; Presentation to the Environment & Energy Senate Committee re Emerging 
Technologies and Their Impact on Public Policy, on Behalf of MCI WorldCom, Inc. 

- ', 

May 17,1989; Wisconsin Public Utility Institute -- Telecommunications Utilities and Regulation; May 15- 
18,1989; Panel Presentation -- lnterexchange Service Pricing Practices Under Price Cap Regulation; 
Comments on Behalf of MCI. 

July 24,1989; National Association of Regulatory Utility Commissioners -- Summer Committee Meeting, 
San Francisco, California. Panel Presentation -- Specific IntraLATA Market Concerns of lnterexchange 
Carriers; Comments on Behalf of MCI. 

May 16, 1990; Wisconsin Public Utility Institute -- Telecommunications Utilities and Regulation; May 14- 
18, 1990; Presentation on Alternative Forms of Regulation. 

October 29, 1990; Illinois Telecommunications Sunset Review Forum; Two Panel Presentations: 
Discussion of the Illinois Commerce Commission's Decision in Docket No. 88-0091 for the Technology 
Working Group; and, Discussion of the Treatment of Competitive Services for the Rate of Return 
Regulation Working Group; Comments on Behalf of MCI. 

May 16, 1991 ; Wisconsin Public Utility Institute -- Telecommunications Utilities and Regulation Course; 
May 13-1 6,1991 ; Participated in IntralATA Toll Competition Debate on Behalf of MCI. 

November 19, 1991 ; TeleStrategies Conference -- "Local Exchange Competition: The $70 Billion 
Opportunity." Presentation as part of a panel on "JntralATA 1 + Presubscription" on Behalf of MCI. 

July 9, 1992; North Dakota Association of Telephone Cooperatives Summer Conference, July 8-10, 1992. 
Panel presentations on "Equal Access in North Dakota: Implementation of PSC Mandate" and "Open 
Network Access in North Dakota" on Behalf of MCI. 

December 2-3, 1992; TeleStrategies Conference -- "IntraLATA Toll Competition -- A Multi-Billion Dollar 
Market Opportunity." Presentations on the interexchange carriers' position on intralATA dialing parity and 
presubscription and on technical considerations on behalf of MCI. 

March 14-1 7, 1993; NARUC Introductory Regulatory Training Program; Panel Presentation on 
Competition in Telecommunications on Behalf of MCI. 
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May 13-14, 1993; TeleStrategies Conference -- "IntraLATA Toll Competition -- Gaining the Competitive 
I Edge"; Presentation on Carriers and IntraLATA Toll competition on Behalf of MCI. 
i 

May 23-26, 1994; The 12th Annual National Telecommunications Forecasting Conference; Represented 
lXCs in Special Town Meeting Segment Regarding the Convergence of CATV and Telecommunications 
and other Local Competition Issues. 

March 14-1 5, 1995; "The LEC-IXC Conference"; Sponsored by Telecommunications Reports and Telco 
Competition Report; Panel on Redefining the IntraLATA Service Market -- Toll Competition, Extended 
Area Calling and Local Resale. 

August 28-30,1995; "Phone+ Supershow '95"; Playing Fair: An Update on IntraLATA Equal Access; 
Panel Presentation. 

August 29, 1995; 7 D S  Annual Regulatory Meeting"; Panel Presentation on Local Competition Issues. 

December 13-1 4, 1995; "NECNCentuty Access Conference"; Panel Presentation on Local Exchange 
Competition. 

October 23, 1997; "Interpreting the FCC Rules of 1997"; The Annenberg School for Communication at the 
University of Southern California; Panel Presentation on Universal Service and Access Reform. 
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Bells Mount 
Two-way Assault 
On Local Market 
New-Client Perks Pressure 
Rivals, Who Also Face Rise 
I11 Rates for Usiitg Network 

By ANNE MARIE SQUEO 
stafll Reporter of THE WALL STREET JOURNAL 
August 3,2004; Page AI 

(See Corrections & Amplifications item below.) 

Taking advantage of their continuing control over phone lines into homes, the 
three top Bell telephone companies are ramping up discounts to attract 
customers while seeking to ratchet up the rates they charge rivals using their 
networks. I 

The upshot: Eight years after Congress mandated more open competition in the 
local phone business, rivals new and old say they are being financially squeezed 
and are urging regulators to curb what they say is anticompetitive behavior by the 
Bells. 

Already, the Bells' chief rival, AT&T Corp., has decided to stop competing for 
residential customers, saying it can't make any money doing so. At the same 
time, dozens of smaller phone companies, which flooded into the market after the 
Telecommunications Act of 1996, are scaling back marketing plans and 
consulting with bankruptcy attorneys. 

Fueling the turmoil is a regulatory environment that has shifted in the Bells' favor. 
A March decision by a federal appeals court threw out existing rules about how 
the regional phone companies must make their local phone networks available to 
competition. To clear up the resulting uncertainty, the Federal Communications 
Commission is writing new rules that include an automatic 15% increase in 
wholesale rates. The Bells are individually soliciting state regulators for even- 
higher rates. 

MIXED SIGNALS 1 In the meantime, the bigger Bells 
i -- SBC Communications Inc., 
2 BellSouth Corp. and Verizon 
1 communications Inc. -- are trying 
' to win consumers by slashing 
prices, to levels even they admit 
don't cover their costs. In 

Michigan, Florida, California and elsewhere, the big Bells are offering a variety of 
incentives, including introductory rates of $7.95 a month for unlimited local phone 
service or $1 00 checks to switch phone companies. 

_-Ix- ---- - _  - -- " _  

i 
i 
!sometimes below their own wholesale costs. 

i 
! 

See some of the incentives regional Bells are offering that are 

2 

I 
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The tactic, aimed mainly at recapturing former customers, has had some 
success. A recent study by market-research company TNS Telecoms, found that 
for the first time in five years, the Bell companies increased their share of the 
home-phone market slightly during the second quarter of 2004, in large part 
because of special discounts. 

The retail promotions are happening at the same time that SBC, Verizon and 
others are pushing state regulators to raise the rates they can charge rivals to 
access their networks. The Bells contend that current price caps on those rates 
don't cover their costs. And as for the discounted rates, industry executives say 
many states already set their retail phone caps below cost, a vestige of 
government efforts to ensure that every American has phone service. So losing a 
few more dollars in the short term is worth their while if they sign up a customer 
who ends up taking other, more-expensive services such as high-speed Internet. 

Rivals are crying foul, and some regulators agree. "The clear reading of the 1996 
Telecorn Act said this country should set up a competitive environment for [wired] 
local phone service," said Robert Nelson, a member of the Michigan Public 
Service Commission and chairman of the telecommunications committee of the 
National Association of Regulatory Utility Commissioners. "Those are still 
reasonable goals to have since that's still the dominant form of phone usage in 
the country today." 

The 1996 Telecom Act allowed the Bells to offer long-distance phone service for 
the first time if they opened their local networks to competition through a 
regimented process reviewed by the FCC and the Justice Department. That 
process officially ended late last year, giving the Bells clearance to bundle local 
and long-distance phone service. The law envisioned a world where numerous 
companies, including cable companies and other Bells, would compete for 
business. 

The Bells contend that the law worked just as envisioned, creating an 
increasingly competitive marketplace. Cable companies are rolling out telephone 
service, and internet phone technology has made great advances in recent 
years. Customers are cutting their phone cord and going wireless, though many 
wireless companies still offer subpar service in certain areas of the country. (The 
nation's Bell phone companies own two of the six largest cellular-phone 
companies and are in the process of buying No. 3 in the market, AT&T Wireless. 
At that time, they'll control more than half of all U.S. cellular phone users.) 

Control of the phone network is the Bells' most powerful asset, awarded to the 
companies after the 1980s breakup of AT&T. They now have extensive records 
about customer defections and collect substantial fees for leasing their network 
to rival companies. These latest promotional packages, targeted specifically to 
customers who have left, are designed to make money down the road when the 
discounts run out. 
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In Florida, BellSouth is offering $100 checks, along with $25 gift cards, and 
waiving its $40 line-connection fee for those willing to return to its customer 
ranks. In New York, Verizon is pitching $75 credits. SBC is offering $75 gift cards 
in California and Nevada while pitching steep discounts for unlimited local-phone 
service in some Midwest states. 

Some of these offers amount to free phone service for a few months, rivals 
contend. In Michigan, for example, SBC is offering residential customers a five- 
month $7.95 special for unlimited local calling that includes caller identification 
and call waiting, if they'll return. In the past few weeks, the company has added 
30 minutes of free long-distance service to the promotion. After the promotion 
ends, the price would jump to $17.95, which is still 36% below the $28 to which 
SBC is asking Michigan regulators to boost its wholesale rate. 

Win-backs, as they're known in the industry, aren't new and aren't necessarily 
illegal. But federal antitrust laws, intended to protect competition, prohibit what's 
known as "predatory pricing," or situations where a dominant company in an 
industry temporarily lowers its prices significantly to drive off competitors. 

"You have to ask yourself: Why would SBC rather get $8 from a residential 
customer instead of $14 from us if their end goal isn't to drive us out of business," 
says Bruce Yuille, co-owner of Quickconnect U.S.A., a small telephone company 
with about 11,000 customers in Michigan. With rising pressure on their profits, 
Quickconnect executives have consulted a bankruptcy lawyer. 

SBC Chief Operating Officer Randall Stephenson has the answer: "If I keep this 
customer [with promotions], I'm going to get $28 in the future and that's a lot 
better than $14." The promotion in Michigan ends after a year, and rates jump to 
$28 a month for the same plan, he says. (That price isn't disclosed on the flier, 
but a company spokesman said it is told to consumers who call to sign up.) Mr. 
Stephenson noted SBC lost 165,000 phone lines during the second quarter to 
rivals leasing access to its network despite the discounts it is offering in Illinois, 
Ohio and other states in its territory. 

Mr. Nelson, the Michigan regulator, says the state is looking at the questions 
raised by the special promotion. The Michigan legislature separately is working 
on a law that would end the telecom industry's antitrust exemption in the state. In 
Illinois, the state public-service commission in June opened a case looking into 
SBC's retail business rates and the difference with wholesale ones. "We want to 
protect the integrity of the competitive market structure so that the wholesale and 
retail rates don't unduly benefit one party over the other," said Beth Bosch, a 
spokesman for the Illinois Commerce Commission. 

In Florida, state regulators are reviewing a complaint by a rival that BellSouth's 
promotional inducements might be violating state antitrust laws. In the case 
before the Florida Public Service Commission, smaller rival Supra 
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.*-_ Telecommunications & Information Systems Inc. accuses BellSouth of just such 
anticompetitive behavior by offering unlimited local calling for $26.95 including 
privacy directory service, three-way calling and unlimited *69 and other services 
that traditionally have cost extra. In addition, BellSouth is providing customers 
that accept this offer with a $100 check and $25 gift card, as well as waiving the 
$4 1 line-connection charge. 

"Given these recent promotions, it is apparent that either (a) BellSouth's 
arguments regarding [wholesale pricing] being below cost are untrue, or (b) 
BellSouth's Preferred Pack Plan is also below cost and is anticompetitive," wrote 
Supra, a Miami-based company with more than 250,000 customers, in its April 
petition to state regulators. The case is pending. 

BellSouth executives dismiss these allegations. "A price squeeze can't exist 
because [rivals] have other options," says John Ruscilli, senior director of 
regulatory affairs for BellSouth, contending that competitive phone companies by 
law are allowed to resell what the Bell is offering at a discounted rate that varies 
state to state. State regulators, however, said that's easier said than done 
because it involves costly changes to back-off ice operations and lasts only as 
long as the promotion. 

In late June, the U.S. Court of Appeals for the Eleventh Circuit in Atlanta allowed 
antitrust allegations to proceed against BellSouth by Covad Communications 
Co., which sells high-speed Internet service. While the court threw out other 
claims against BellSouth, it determined Covad had provided "sufficient" evidence 
to allow a charge of price-squeezing to continue. In particular, Covad, based in 
San Jose, Calif., alleges BellSouth's prices for its Internet connections and 
access service are "set so low" relative to its wholesale rates "that Covad cannot 
meet BellSouth's wholesale or retail prices and still make a reasonable return on 
its investment." 
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Corrections & Amplifications: 

The nation's Bell phone companies own two of the six largest cellular-phone companies 
and are in the process of buying No. 3 in the market, AT&T Wireless. At that time, they 
will control more than half of all U.S. cellular-phone users. This article incorrectly said 
they own most of the nation's cellular companies. 
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BEFORE THE ARIZONA COWORATKJN COMMISSION 

MARC SPITZER 
Chairman 

WILLIAM A. MUNDELL 
Commissi 011 er 

JEFF HATCH-MILLER 
Commissioner 

MIKE GLEASON 
C o m iii iss i o n e r 

KRISTIN K. MAYES 
Coiiiniissioiier 

IN THE MATTER OF QWEST 1 

RENEWED PRICE REGULATION PLAN 1 
) 

CORPORATION'S FILING AMENDED ) ,ocket No: T-0105 1B-03-0454 

1 
IN THE MATTER OF THE INVESTIGATION ) Docket No. T-00000D-00-0672 
OF THE COST OF TELECOMMUNICATiONS ) 
ACCESS ) 

NOTICE OF FILING REBUTTAL TESTIMONY 
OF TIMOTHY GATES ON BEHALF OF 

TIME WARNER TELECOM OF ARIZONA LLC 

Time Warner Telecom of Arizona LLC hereby files the rebuttal testimony of 

Timothy J. Gates in the above-refereliced matter. 

1593522. I 
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RESPECTFULLY SUBMITTED this 12th day of January, 2005 

LEWIS AND ROCA 

Thomas H. Campbell ' 

Michael T. Hallam 
40 N. Central Avenue 
Phoenix, Arizona 85004 

Attorneys for Time Warner Telecom of Arizona 

ORIGINAL and fifteen ( 15) copies 
of the foregoing filed this 12th day 
of January, 2005, with: 

Arizona Corporation Cornmission 
Docket Control - Utilities Division 
1200 W. Washington Street 
Phoenix, Arizona 8.5007 

COPY of the foregoing hand-delivered 
this 12th day of January, 2005, to: 

Jane L. Rodda 
Administrative Law Judge 
Arizona Corporation Commission 
1200 W. Washington Street 
Phoenix, Arizona 85007 

Maureen Scott, Legal Division 
Arizona Corporation Commission 
1200 W. Washington Street 
Phoenix, Arizona 85007 

Christopher Kempley 
Legal Division 
Arizona Corporation Commission 
1 200 West Washing ton 
Phoenix, Arizona 85007 

Ernest Johnson, Director 
Utilities Division 
Arizona Corporation Commission 
1200 W. Washington Street 
Phoenix, Arizona 85007 
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COPY of the [oregoing mailed this 
12th day of Januai-y, 3005, to: 

Timothy Berg, Esq. 
Theresa Dwyer, Esq. 
Darcy R. Renfro, Esq. 
Fennemore Craig 
3003 N. Central Avenue, Suite 2600 
Phoenix, Arizona 850 12 

Todd Lundy, Esq. 
Qwest Law Department 
1801 California Street 
Denver. Colorado 80202 

Michael W. Patten 
Roshka, Heyrnan & DeWulf, PLC 
400 E. Van Buren Street, Suite 800 
Phoenix, Arizona 85004 

Mark A. DiNunzio 
Cox Arizona Telecom, LLC 
20401 N. 29"' Avenue 
Phoenix. Arizona 85027 

Scott S. Wakefield, Esq. 
Residential Utility Consumer Office 
11 10 W. Washington Street, Suite 220 
Phoenix, Arizona 85007 

Richard Lee 
Snavely King Majorors O'Connor & Lee, Inc. 
1220 L Street N.W., Suite 410 
Washington, DC 20005 

Peter Q. Nyce, Jr. 
Regulatory Law Office 
U.S. Army Litigation Center 
901 N. Stuart St., Suite 713 
Arlington, VA 22203- 1644 

Jon Poston 
ACTS 
6733 East Dale Lane 
Cave Creek, AZ 8533 1 
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Thomas F. Dixon, Senior Attorney 
MCI 
707 17"' Street 
Suite 4200 
Denver, Colorado 80202 

Martin A .  Aronson, Esq. 
Morrill & Aronson PLC 
One E. Camelback 
Suite 340 
Phoenix, AZ 850 12- 1648 

Walter W. Meek, President 
Arizona Utility Investors Association 
2100 N. Central Avenue 
Suite 210 
Phoenix, A 2  85004 

Albert Sterman, Vice President 
Arizona Consumers Council 
2849 E. 8th Street 
Tucson, AZ 857 16 

4 

1504522. I 



I '  

R E I O  K 1 4 ;  '['I-I E A K I20 N A C 0 R PO R.4T I ON C 0 Mil I ISS I ON 

COMMISSION E lis 

MARC SPITZEK, Chairman 
WILLIAM A. MUNDELL 

MIKE GLEASON 
KRISTIN K. MAYES 

JEFF H ATC 14- kl I L I, E K 

IN THE MATTER OF QWEST ) DOCKET NO. T-010518-03-0454 
CORPORATION'S FILING AMENDED ) 
RENEWED PRICE REGULATION 1 
PLAN. 1 

) 

INVESTIGATION OF THE COST OF ) 
TELECOMMUNICATIONS ACCESS ) 
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Witness Introduction 
Q. 

A. 

Q. 

A. 

Q. 

A. 

PLEASE STATE YOUR NAME, OCCUPA2TlON AND BUSINESS 

ADDRESS. 

My name is Timothy J Gates 

Huntington Drive, Highlands Ranch, Colorado 80126 

WHAT IS QSI CONSULTING, INC. AND WHAT IS YOUR POSITION 

WITH THE FIRM? 

QSI Consulting, Inc (“QSI”) is a consulting firm specializing in traditional and 

non-traditional utility industries, econometric analysis and computer aided 

modeling I currently serve as Senior Vice President 

ARE YOU THE SAME TIMOTHY GATES WHO FILED DIRECT 

TESTIMONY IN THIS PROCEEDING ON BEHALF OF TIME WARNER 

TELECOM OF ARIZONA (“TWTA”), A CERTIFICATED 

COMPETITIVE LOCAL EXCHANGE CARRIER (“CLEC”) IN 

ARIZONA? 

Yes, I am. 

My business address is QSI Consulting, 819 

Purpose of Rebuttal Testimony 

Q. 

A. 

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 

The purspose of my rebuttal testimony is to respond to certain positions taken in 

the rebuttal testimonies of Mr. Teitzel and Mr. Mclntyre on behalf of Qwest. 
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Testimony of Scott A. Mclntyre 

Q. HAVE YOU KEVIEWED THE KEBU‘I”I‘AL TESTIMONY OF MR. 

MCINTY RE? 

A Yes, I have. 

Q. PLEASE ADDRESS MR. MCINTYRE‘S DEFINITION OF SPECIAL 

ACCESS. 

A. Mr. Mclntyre seems to confuse a very simple concept. He says at page 11 of his 

testimony that private line circuits are refen-ed to as special access “...because 

they bypass the public switched network and its associated switched access 

charges.” This is not a correct statement or definition. Special access is simply a 

dedicated circuit between two points. A company will  select a dedicated circuit 

between two points when the traffic justifies moving from switched services to 

dedicated services. 

MR. MCINTYRlE STATES AT PAGE 11 THAT CLECS “CAN USE THE 

SWITCHED NETWORK TO CARRY THIS TRAFFIC.” DO YOU 

AGREE? 

Q- 

A. Yes. But Mr. Mclntyre misses the point with his statement. Of course CLECs 

could use either dedicated or switched services from a technical perspective. The 

point is that under certain traffic situations, dedicated circuits become more 

economical for CLECs and for ILECs for that matter. Mr. Mclntyre admits as 

much when he notes that “Such circuits provide a significant advantage over 

I 
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Q- 

A. 

Q. 

A. 

Q- 

A. 
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p y i n g  for- switchcd access, but they are not a ncccssary element from a network 

perspecti vc.” 

WHAT DtYt‘ERMINES WHEN A CLEC USES SWITCHED ACCESS OR 

SPECIAL ACCESS FOR MANAGING TRAFFIC? 

It is Qwest’s pricing of those two respective services, combined with traffic 

patterns that provide the incentive for camers to use one or the other. 

DOES MK. MCINTYRE PROVIDE ANY SUPPORT FOR HIS CLAIM 

THAT “PRIVATE LINE HAS BEEN HIGHLY COMPETITIVE FOR 

MANY YEARS.”? (MCINTYRE AT 12) 

No. Not only does he 

provide no support for his statement, but he  seems to ignore the fact competitors 

can leave the market. 

BUT AT PAGE 13 OF HIS TESTIMONY )iE STATES THAT THERE A R E  

“CURRENTLY MORE THAN 25 PROVIDERS I N  ARIZONA WITH 

TARIFFS OFFERING PRIVATE LINE (OR SPECIAL ACCESS) 

SERVICES.” ISN’T THAT EVIDENCE OF COMPETITION? 

Not necessarily. Simply because a provider has a tariff on file does not mean that 

they are actually offering a service that is competitive with that offered by 

Qwest.’ Nor is i t  any indication that such carriers striving to gain a toehold in the 

market have Competitive options throughout the market. The is precisely the 

dilemma in with which TWTA is faced in Arizona, that being that i t  is restricted 

from accessing certain segments of the market because Qwest is the only 

Mr. Mcintyre provides no support for his statement. 

- 

knowing if the provider(s) listed are  currently providing service in  accordance with their tariffs.” 
in response to TWTA Request 02-003, Qwest admitted that it “...has no reasonable way of 
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Q. 

A. 

Q- 

A. 

alternative availablc i n  many locations. Although Qwest does not provide any 

support for its claim that 25 camers provide special access service, even if it  was 

true, TWTA faces a monopoly supplier of critical inputs in order to reach many 

customers. In other words, Qwest maintains pockets of monopoly control for 

special access at multiple lucrative locations within the areas for which Qwest 

seeks additional pricing flexibility. So long as Qwest controls these highly sought 

after segments of the market, it maintains significant market power, which is a 

recipe for disaster should Qwest receive additional pricing flexibility as a result of 

this proceeding. 

MR. MCINTYRE STATES THAT “THE PRIVATE LINE MARKET IS 

EASY TO ENTER.” IS THAT CORRECT? 

I think Mr. McIntyre is overreaching with that statement. Because of the 

investment and time required, entry is not easy, quick or cheap. But I would not 

dispute the fact that in most situations, entry into the private line business would 

be somewhat less expensive and time consuming than entering the retail 

telecommunications business. 

AT PAGE 14, MR. MCINTYRE SUGGESTS THAT IT MIGHT BE MORE 

ECONOMICAL FOR TWTA TO BUILD FACILITIES ITSELF AS 

OPPOSED TO PURCHASING SERVICES FROM QWEST. DO YOU 

HAVE ANY COMMENTS ON THAT POSITION? 

Yes. I think that is an odd statement for Qwest to make, from at least a couple 

perspectives. First, you would think that Qwest would want to keep carriers on its 

network as opposed to giving them incentives to build alternative networks. 

Page 4 



. * .  

consulting. inc 

I 89 

90 

91 

I 

I 92 

93 

94 

95 

+ .  96 
-\ 

97 
i 

98 

99 

100 

101 

102 

103 

404 

105 

\ 

106 

1 107 

108 

109 

110 

1 1 1  

Second. Mr. McIntyr-e’s statement seems to suggest that its rates do not reflect thc 

most cost efficient, forward lookino, network. In fact, in response to PW7‘;I 

Request No. 02-004, Qwest states “It is Qwest’s position that in certain 

circumstances alternative providers can build facilities more economically than  

buying services from Qwest.” This seems to indicate that Qwest’s pricing 

assumptions do not reflect forward-loolung assumptions, and, as such, result i n  

higher rates than would be expected in a competitive environment. 

Q. DO YOU DISPUTE MR. MCINTYRE’S SUGGESTION THAT TWTA 

DOES PROVIDE ITS OWN FACILITIES IN CERTAIN AREAS? 

(MCINTYRE AT 14) 

A No. That is the way competition develops over time. In the situation discussed 

by Mi. Mchtyre, TWTA had facilities close to the building in question, but was 

denied access. Absent this denial of access, TWTA might have provided an 

attractive competitive alternative for businesses in that building. That does not 

mean, however, that CLECs can always use their own facilities to provide service. 

Initially providers enter the market through total service resale (“TSR”) or 

limited build-out. Then, over time, new. entrants will use UNEs and ultimately 

build facilities (assuming that no barriers to entry such as the ones discussed in 

my direct testimony exist) to serve customers once the  market and economics 

justify the investment. If, however, barriers such as restricted access to buildings 

do exist, investment in facilities would be of little value to a competitive carrier. 

Under these circumstances, only one alternative exists - to buy special access 

from Qwest. 
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Q. PLEASE EXPLAIN THE CON'TINUUM OF I<NTKY STRATEGIES THAT 

CLECS EMPLOY AND THE1 I< RELATIVE COMPETITIVE 

SIGNIFICANCE. 

The continuum would be from the least effective form of competition (TSR) to 

the most effective form of competition (CLEC-owned loop) with the following 

strategies in increasing order of competitive significance - TSR - UNE-P - UNE- 

L - CLEC-Owned Loop. In other words, TSR has the least impact on Qwest and 

a CLEC that builds its own loops has the greatest competitive impact on Qwest. 

The chart below provides a graphic representation of the continuum. 

A. 

Competitive Significance of Entry Strategies 
Used by CLECs 

L 
k 
I- w 
[L z 
0 
0 

~ _ _ _ _  

TSR UNE-P UNE-L C OWNED LOOP 

Entry Strategies 
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Q. 

A.  

Q. 

A. 

A l i E  YOU SUGGESTING THAT THE COMMISSION SHOULD FOCUS 

EXCLUSIVELY ON FACILITIES-BASED COMPETITION IN 

DE‘TERMINING WHETHER QWEST HAS MET ITS BURDEN WITH 

RESPECT TO Rl4-2-1108(B)? 

Yes While the  Federal Telecom Act does not expiess a preference for one form 

of entiy over the other, it is clear that facilities-based competition is the ultimate 

goal. and for good reason Camers use resale and UNEs to quickly enter the 

market, gain customers and hopefully some profits, to allow them to build their 

own facilities over time. It is only with facilities-based competition that new 

entrants can gain their independence from Qwest and truly differentiate their 

services from those of the incumbent As such, the Commission should give 

significant weight to facilities-based entry (CLEC-owned loops and CLECs 

purchasing Qwest UNE-Loops) and no weight to resale-based entry (resale and 

CLEC use of Qwest UNE-P loops). 

WHY IS FACILITIES-BASED COMPETITION IMPORTANT TO THE 

DEVELOPMENT OF EFFECTIVE COMPETITION IN 

TELECOMMUNICATIONS? 

There are two markets that directly impact retail competition - the retail market 

and the wholesale market. Qwest is the sole supplier of wholesale inputs for 

CLECs providing retail services via UNF-P andor  resale. 

Without a network of its own, a carrier is relegated to a “resale” role in the 

market. Successful marketing normally requires product differentiation and price 

competition. It is difficult, if not impossible, for a carrier to differentiate its 
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prodirct when i t  i s  reselling all or pait of the incumbent’s product. The reseller is 

dependent upon t h e  iinderlying carrier for quality of service, features, speed to 

market, and facilities. Just as important, the reseller is dependent upon the 

underlying carrier for its cost of service. In  other words, the cost that the reseller 

pays Qwest becomes the most important cost of the reseller, and is probably the 

only cost over which the reseller has no control or influence whatsoever. 

Qwest’s Wholesale Product Catalog describes the activities of CLEC 

resellers as follows: “Resale CLECs purchase Qwest‘s products and services, at a 

resale rate either through a separate negotiated agreement with Qwest or a tariff, 

and resell these products and services to their end-users.”2 Because of Qwest’s 

monopoly in the wholesale market, it is not appropriate to include services offered 

by CLECs through resale or UNE-P in any market share or competitive analysis. 

Q. ARE YOU SUGGESTING THAT CLEC USE OF RESOLD QWEST 

SERVICES AND CLEC USE OF QWEST UNE-P SERVICES DOES NOT 

MEET THE STANDARD OF “...FUNCTIONALLY EQUIVALENT OR 

SUBSTITUTE SERVICES....?” 

That’s correct. As discussed above, TSR and UTE-P are Qwest-provided services 

on behalf of the CLEC. In fact, the CLECs are dependent upon Qwest for the 

timing of service delivery, quality of service and features. As such, it is Qwest 

making these finished services “available”, albeit on behalf of the CLEC. When 

CLECs offer services via resale or UNE-P they are not “an alternative provider of 

the service.” 

A. 

2 http://qwest.com/wholesale/pcat/resaIe.html 
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Q. 

A. 

Q- 

A. 

Q. 

A. 

IF CLECS IjUILD THEIR OWN FACILITIES, WOULU SI3,IIVICES 

OFFERED OVER THOSE FACILITIES HE CONSIDEREI) EE’F11:CTIVE 

COMPETITION? 

Yes, if the CLEC offered services that were comparable in terms of rates, terms 

and conditions. Simply overbuilding the Qwest network is not sufficient to result 

in effective competition unless that network can provide “competiti ve” alternative 

services. 

WHY IS IT IMPORTANT FOR THE COMMISSION TO CONSIDER THE 

IMPORTANCE TO THE MARKET OF FACILITIES BASED 

COMPETITION IN THE CONTEXT OF THIS PROCEEDING? 

Because, as I will discuss later in this rebuttal testimony, and as I have discussed 

in my direct testimony, TWTA has, in several instances, been denied the 

opportunity to compete in this manner. 

GIVEN THIS BACKGROUND WHAT IS YOUR RECOMMENDATION 

TO THE COMMISSION REGARDING MR. MCINTYRE’S REBUTTAL 

OF YOUR TESTIMONY? 

Mr. McIntyre’s rebuttal is vague and unconvincing. The apparent purpose of Mr. 

McIntyre’s rebuttal of my testimony is to show that Qwest does not have a 

monopoly on dedicated services. HIS limited rebuttal, however, does not address 

the facts that show competition for such services is limited at best. In my direct, I 

showed (based on Qwest data) that Qwest does not face significant competition 

for these services and that it is earning supracompetitive revenues. Mr. McIntyre 

did not address the Qwest ARMIS report that I discussed (Gates Direct at 13) 
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showing an incredible 74 pciccnt late of return on special access SeIvices in 

Anzona or the fact that Qwest i s  r‘iising rates at the federal level (Gates Direct at 

3 I). 

The Commission should disregard Mr. Mchtyre’s rebuttal of my 

testimony on special access services and find that competition is not sufficient in 

Arizona to discipline Qwest’s pncing. Instead, the Commission should use this r 
opportunity to move Qwest’s special access rates closer to cost, which, according 

to Qwest, would result in more purchases from its intrastate tariff. This would 

also eliminate the ability of Qwest to disadvantage its competitors who must rely 

upon Qwest’s services for the foreseeable future. This is especially important to 

the competitive side of the market given the impending demise of UNE-P. 

Testimony of David L. Teitzel 

Q. HAVE YOU REVIEWED THE REBUTTAL TESTIMONY OF MR. 

TEITZEL? 

A. Yes, I have. 

Q. AT PAGE 56 OF HIS TESTIMONY, MR. TEITZEL SUGGESTS THAT 

TWTA SEEKS PRICE REDUCTIONS FOR SPECIAL ACCESS BUT 

PROVIDES NO MEANS “...TO OFFSET THOSE REVENUE 

REDUCTIONS.” PLEASE COMMENT. 

From this tes t~mony,~ it is clear that Mr. Teitzel believes that Qwest has an A. 

Mr. Teitzel’s testimony is in reference to my direct testimony at page 5. In that passage, I refer to 
implicit subsidies in general, but cite as a specific example, the implicit subsidies which flow to Qwest 
from its Special Access services. Presumably, Mr. Teitzel’s testimony refers to implicit subsidies flowing 
to Qwest from its special access services. 

1 

Page 10 



~ 21 I 

I 

I 212 

~ 213 

214 
~ 

21s 

216 

217 

21 8 
‘3 
‘219 

220 

22 1 

222 

223 

224 

225 

& ‘225 

227 

228 

229 

230 

Rebuttal Testimony of Timothy J Gates 
Docket Nos. 05 1 B-03-04S3 0. T-000001)-00-0672 

inalienable r-ight to monopoly revenucs - even to revenues derived from services 

that i t  claims are highly compet i t i~e .~  There are two fundamental issues with Mr. 

Teitzel’s testimony in this area. First, Mr. Teitzel is incorrect in his assertion that 

there is a prerequisite that in order for Qwest to reduce the rates i t  currently 

charges for critical wholesale inputs such as special access services, Qwest’s 

current monopoly-like revenues must be somehow replaced. This Commission 

and society at large for that matter are not responsible for ensuring that Qwest 

continues to earn a certain level of return on its services. 

Second, if services such as special access were indeed highly competitive 

as Qwest suggests, then it would not be enjoying tremendous profitability or 

seeking to increase rates at the FCC in the first place. In other words, if special 

access services were really competitive, such services would not be the source of 

implicit subsidies. Qwest cannot have it  both ways. It cannot support a claim that 

other carriers in Arizona offer services that are competitive to Qwest, while 

simultaneously extracting from those carriers revenues which are clearly a source 

of implicit subsidies to Qwest for the very wholesale services on which 

“competitors” rely to compete with Qwest. 

Q. DOES MR. TEITZEL EVEN DISPUTE YOUR TESTIMONY THAT 

SPECIAL ACCESS CONTAINS IMPLICIT SUBSIDIES OR THAT 

THOSE IMPLICIT SUBSIDIES SHOULD BE ELIMINATED? 

No he does not. Instead, Mr. Teitzel criticizes my testimony because it does not 

identify “a means to offset those revenue reductions.” This suggestion is 

A. 

See Rebuttal of McIntyre at 12. 1 
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Q. 

A. 

Q. 

ludicrous, particularly when viewed in  the context of Qwest’s petition. Qwest is 

claiming in this proceeding that it is subject to competition in the State, and yet 

expects the Commission to guarantee its revenue streams - through replacement 

revenues -- from these services. 

IF QWEST REDUCED ITS INTRASTATE PRIVATE LINE RATES, 

WOULD YOU EXPECT TO SEE STIMULATION FOR THAT SERVICE? 

Yes. Qwest admitted in response to discovery that price “...is a key driver of 

customer behavior, especially when both intrastate and interstate traffic is 

involved.”’ As noted in response to TWTA Request No. 02-011, “...for 2004, 

over 98 percent of Arizona special access revenue was interstate and governed by 

FCC interstate tariffs.” Given Qwest’s statements and a general understanding of 

economics, one could assume that a reduction in intrastate special access/private 

line rates would result in a shift from interstate to intrastate services. Further, 

and more importantly, a reduction in intrastate special access rates might actually 

result in more traffic remaining on the Qwest network and the elimination of 

incorrect pricing and investment signals to alternative providers. 

AT PAGES 56 AND 57 OF HIS REBUTTAL TESTIMONY, MR. TEITZEL 

IS CRITICAL OF YOUR OPINION THAT THE VAST MAJORITY OF 

QWEST’S OPERATING TERRITORY CLECS MUST RELY UPON 

QWEST FOR SPECIAL ACCESS SERVICES. HOW DO YOU RESPOND 

TO THIS TESTIMONY? 

See Qwest Response to TWTA Request No. 02-001 5 
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A. As a n  initial matter, I t h ink  i t  is important to recognize that M - .  Teitzel, while 

criticizing my testimony, fails to offer anything in the w a y  of concrete evidence 

disputing my statement. Moreover, Mr. Teitzel fails to dispute the main point of 

my direct testimony, that being that in many cases, Qwest is the monopoly 

supplier of special access services. In response to a data request from Qwest, 

TWTA provided a sample listing of building locations in Phoenix to which 

TWTA has been denied access or has been required to pay some sort of fee to 

gain entrance. 6 

Q. IS IT UNCOMMON FOR TWTA TO BE DENIED ACCESS OR BE 

REQUIRED TO PAY FOR ACCESS TO BUILDINGS? 

No. The sample listing discussed above is quite typical for TWTA. For instance, 

in Phoenix alone, where TWTA is able to gain access to a building, almost a third 

of the time it must pay a fee. Those fees range from $3,000 per year to more than 

$6,000 per year for each building. In response to TWTA 02-019, Qwest indicated 

that it had identified no instances as yet where Qwest has been charged for access 

to a “high rise” building housing business tenants. This disparate treatment of the 

incumbent and alternative providers should be resolved before Qwest receives any 

further deregulation. 

A. 

Q. ON PAGES 57 AND 58, OF HIS REBUTTAL TESTIMONY, MR. 

TEITZEL ATTEMPTS TO PROVIDE ADDITIONAL SUPPORT FOR HIS 

ARGUMENT THAT SPECIAL ACCESS SERVICE IS SUBJECT TO 

See TWTA Highly Confidential Attachment A to  Qwest Request 4-3. It should be noted that this 6 

very circumstance was described by Mr. McIntyre at page 14 of his rebuttal. In  that testimony, Mr. 
McIntyre acknowledges that under these circumstances, companies such as TWTA seek facilities from 
Qwest “as a last resort.” 
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COMI’E’I‘I‘T [ON IN ARIZONA. PLEASE COMMENT ON THIS 

TEST[ MONY. 

Mr. Teitzel indicates on these pages of his testimony that Qwest’s intrastate 

special access is considered a Basket 3 service in Arizona, and that Qwest’s 

interstate special access service is under the jurisdiction of the FCC. While both 

of these statements are undeniably true. Mr. Teitzel’s statements actually assist 

me in making my point with respect to the dangers of premature deregulation. As 

discussed in my direct testimony, even though Qwest’s special access services are 

considered - from a regulatory perspective - to be competitive, the competitive 

market has clearly not prevented Qwest from continuously and significantly 

increasing prices, or prevented Qwest from exploiting its monopoly power in  this 

area. Obviously, classifying a service as competitive has not made the service 

competitive, and has not protected consumers from price increases. In fact, the 

classification has only made it possible for Qwest to price special access services 

at such levels that it would insist on receiving AUSF support to replace the 

monopoly-like profits associated with that service. Given Qwest’s activities with 

respect to the pricing of this critical service, and the potential impact on the 

competitive retail market of this service, I recommend that the Commission 

investigate the prices for intrastate special access, and revisit its previous finding 

that special access/private line service is competitive in Arizona. 

A. 

Q. WHY DO YOU SAY THAT QWEST’S SPECIAL ACCESS PRICES 

RESULT IN MONOPOLY-LIKE PROFITS? 
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A. 

Q- 

A 

As rioted in my direct testimony, based on the Qwest 2003 ARMIS Report 43-01. 

filed April 1, 2004, Qwest was earning a rate of return on special access services 

of 68% for all fourteen states in Qwest’s operating territory. Qwest’s rate of 

return on an Arizona-specific basis was reported to be an incredible 74%.’ These 

levels of returns are certainly not consistent with what could be expected in a 

competitive market. Qwest has, regardless of the regulatory classification of 

special access, been successful in extracting monopoly profits. 

DOES MR. TEITZEL DISPUTE THAT TWTA HAS BEEN 

DISADVANTAGED WITH RESPECT TO SERVING CUSTOMERS IN 

HIGH RISE BUILDINGS IN ARIZONA? 

Yes. Although Qwest witness McIntyre does not dispute that TWTA was denied 

access8,beginning on page 60 of his rebuttal testimony, Mi. Teitzel attempts to 

disparage my testimony by suggesting that the example cited in my direct 

testimony was an “unsworn, second-hand description” of the situation faced by 

TWTA with respect to serving its customers via facilities-based competition. 

Subsequent to my direct testimony’s filing, TWTA responded to a data request 

from Qwest in which TWTA provided several additional examples (in the 

Phoenix area alone) of where i t  had been denied access to buildings or had been 

required to pay substantial lease fees for space in buildings that would 

accommodate TWTA’s facilities.’ In addition, I have attached as Highly 

Confidential Exhibit TJG 1, a list of additional examples in which TWTA has 

Source: Qwest AZ ARMIS 43-01 2003 rows 1915/1910 
See McIntyre Rebuttal at page 14. 
Qwest Data Request 4-3. 
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332 

333 

334 

335 

I 336 

encountered barriers of this nature. Suffice i t  to say that this competitive 

roadblock is real. and not isolated in nature. Although as Mr. Teitzel notes at 

page 61 of his rebuttal testimony, Qwest’s policies are not at issue with respect to 

this problem, this situation works in Qwest’s favor because, under existing 

conditions, TWTA, and presumably other CLECs are prevented from competing 

head to head with Qwest on a facilities basis. Rather, Qwest is in the enviable 

position in which its competitors are required to pay Qwest in order to compete. 

Further, as mentioned previously, if competitors buy special access from Qwest in 

order to provide these services, Qwest realizes, on average 74% returns from such 

a captive CLEC customer. 

MR. TEITZEL, AT PAGE 61 GOES ON TO SUGGEST THAT SINCE IT 

IS BOUND BY THE SECTION 271 CHECKLIST REQUIREMENTS, THE 

COMMISSION NEED NOT CONSIDER THE SITUATION WITH 

RESPECT TO CLEC ACCESS TO BUILDINGS IN THE CONTEXT OF 

THIS PROCEEDING. DO YOU AGREE? 

No. Regardless of whether Qwest’s actions directly result in CLECs being denied 

access to the marketplace, if such a situation exists, then it represents a roadblock 

to competition, and a threat to the public interest. Qwest is requesting additional 

regulatory flexibility in this proceeding based on the premise that competition is 

“thriving” in Arizona.” The examples provided by TWTA with respect to 

building access denial clearly indicate that competition is far from thriving, but 

that i t  is literally being shut out. To suggest that the Commission ignore these 

Q. 

A. 

- ~~~ 

Direct Testimony of David Teitzel, Executive Summary page i 10 
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359 

360 

36 1 

Q. 

A. 

facts is to suggest that the Commission disregard the public interest. Even i f  the 

Commission has no authority to fix a problem, i t  can still consider the problem in 

exercising its authority over Qwest. 

AT PAGE 62 OF HIS REBUTTAL TESTIMONY, MR. TiETZEL 

DISCUSSES QWEST'S ABILITY TO MANIPULATE WHOLESALE AND 

RETAIL PRICES IN ORDER TO DRIVE COMPETITORS FROM THE 

MARKET. PLEASE COMMENT. 

In my direct testimony, I described a classic price squeeze, in which Qwest could 

raise wholesale rates andor lower retail rates until such a time that the wholesale 

rates for inputs required by CLECs to compete were higher than the rates CLECs 

must charge in the retail market to be competitive with Qwest. So long as Qwest 

has the CLEC as its captive customer, it can, by manipulating either wholesale or 

retail rates, control the strength and viability of its competitors. It is important to 

note that even though such a price squeeze can be accomplished by manipulating 

wholesale prices the manipulation of wholesale prices is not necessary. As I will 

discuss below, Qwest could accomplish the same objectives by setting retail rates 

at a TSLRIC price floor without increasing wholesale prices. Nevertheless, as 

discussed previously, Qwest has already begun to manipulate wholesale prices in 

that it has, since 1999 increased special access rates numerous times, and 

continues to seek additional increases. Since special access is considered by some 

CLECs to be a critical input, and necessary in order to provide retail service, 

CLEC margins are already suffering as a result of Qwest's price squeeze. 
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By pi-ovidins [cstirnony at page 62 that “this proceeding has nothing to do 

with pricing flexibility t‘or- Qwest’s wholesale services” I believe that Mr. ‘Teitzel 

is trying to distract the Commission from the real point of this proceeding, that 

being whether Qwest i f  granted additional pricing flexibility would have ability to 

exercise market power i n  order to act in an anti-competitive manner. Mr. Teitzel, 

once again appears to be asking this Commission to disregard any and all market 

factors that are not specifically at issue in this proceeding, and to consider the 

marketplace in a world in which these factors do not exist. Unfortunately, i t  is 

Mr. Teitzel’s mythological world that does not exist. 

ALSO AT PAGE 62 OF HIS TESTIMONY, MR. TEITZEL TESTIFIES Q. 

THAT IF QWEST WAS TO INCREASE RATES TO SUPRA-NORMAL 

LEVELS, THAT IT WOULD INVITE ADDITIONAL COMPETITIVE 

PRESSURE, AND THEREFORE, RATES WOULD BE GOVERNED BY 

THE FREE MARKET. DO YOU AGREE? 

In theory, Mr. Teitzel is correct. If Qwest did not have the ability.to manipulate 

the strength and viability of its competitors, rates would be governed by the free 

market. However, as 1 have shown, such is not the case. Because if Qwest has 

t h e  regulatory freedom to squeeze its competitors, even retail prices that would 

otherwise attract competitive response would not have that effect. Entering a 

market in order to offer telecommunications services is very expensive. If a 

policy exists that would allow Qwest to respond to competitive threats by 

reducing retail rates to levels that do not recover costs, carriers would run a 

significant risk of never recovering the investment associated with entering the 

A- 
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market. Because a policy would be in place that would allow Qwest to execute 

such pricing strategies, it is unlikely that Qwest would ever have to respond to a 

competitive threat. 

Q. AT PAGE 63 OF HIS REBUTTAL TESTIMONY, MR. TEITZEL 

TESTIFIES TO THE EFFECT THAT QWEST WOULD NOT HAVE THE 

ABILITY TO DRIVE COMPETITORS FROM THE MARKET BECAUSE 

THE COMMISSION’S RULES MANDATE THAT QWEST MUST SET 

RETAIL RATES AT LEVELS NO LESS THAN THE TSLRIC OF THE 

SERVICE. HOW DO YOU RESPOND? 

As I discussed in my direct testimony, Qwest admits that this is not true. Qwest 

witness Teresa K. Million states in her direct testimony that TSLRIC costs “do not 

by themselves define the appropriate price level”, and further, that carriers must 

recover costs in addition to TSLRIC in order to “remain a healthy, viable and 

growing corporation that can continue to invest in new products and services.” She 

goes on to say that if firms do not recover such costs, “the products are not likely to 

be offered by the firm.”” As I discussed in my direct testimony, a TSLRIC price 

floor is too low to prevent anti-competitive behavior, since it would be impossible 

for a competing carrier to be viable if it was forced to compete if Qwest offers rates 

at or below TSLRIC. The Commission, therefore, should take no comfort in Mr. 

Teitzel’s testimony in that regard. 

AT PAGE 64 OF HIS TESTIMONY, MR. TEITZEL TESTIFIES THAT THE 

COMMISSION HAS CONSIDERED THE ISSUE OF PRICE FLOORS 

A,  

Q. 

Direct testimony of Teresa K. Million, pages 9 and 10 I I  
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EXTENSIVELY, AND THAT A CHANGE IN THE COMRIISSION’S 

DECISION SHOULD BE ENTERTAINED IN A SEPARATE 

RULEMAKING DOCKET. 

I do not disagree with Mr. Teitzel’s recommendation that the price floor issue be 

addressed in a separate docket. I do, however, disagree with Mr. Teitzel’s 

characterization of the issue as having been resolved by the Commission It is my 

understanding that the Commission ordered Staff to open a docket to investigate and 

rectify possible ambiguities involving the pncing of telecommunications services 

and imputation in particular.’2 In fact, the Commission specifically ordered the 

following: 

A. 

‘ 

IT IS FURTHER ORDERED that Commission Staff shall open a 
docket to investigates and rectify any ambiguities associated with the 
pricing of competitive telecommunications services, specifically, but 
not limited to, Rf4-2-1310( C ) . I 3  

The rulemaking docket suggested by Mr. Teitzel establishing price floors that would 

be sufficient to avoid the issues identified by Qwest witness Million (Le., at some 

level higher than TSLRIC) should be complete before additional pricing flexibility is 

granted to Qwest. 

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? Q. 

A. Yes 

See Opinion and Order in Docket No. T-01051B-00-369; Decision No. 63487, dated March 30, 
2001, at paragraph 12. 

Id. at page 26. 
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I. INTRODUCTION 

Q. PLEASE STATE YOUR NAME, TITLE AND BUSINESS ADDRESS. 

A. My name is Brian D. Thomas. I am Vice President-Regulatory for Time Warner 

Telecom (‘TWTC’). My business address is 223 Taylor Avenue North, Seattle, WA 

98109. 

Q. 

A. 

PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND AND 
EXPERIENCE IN THE TELECOMMUNICATIONS INDUSTRY. 

I have more than twenty four years of experience in the telecommunications industry. 

I have been Vice President-Regulatory for TWTC since January of 2001, when I 

joined the company. In this position, I manage and oversee TWTC’s regulatory and 

government affairs functions throughout an eight state region in the western United 

States. My responsibilities include oversight of TWTC’s participation in state 

regulatory proceedings, certification, regulatory compliance, tariffing issues, and 

negotiation of certain interconnection matters. 

Prior to joining TWTC, I worked for GST Telecom, another competitive local 

exchange carrier (“CLEC”) in the western United States. At GST, I held several 

positions in the regulatory and government affairs area, with primary responsibility 

for federal and state regulatory matters related to competitive entry and 

interconnection. 

Before moving to GST, I worked for ten years with Pacific Telecom, Inc., holding a 

number of positions with the company. In 1992, I was promoted to Assistant Vice 

President-Government Affairs and moved to Washington, D.C., where I assumed 

1667457.1 
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Q* 

A. 

Q* 

A. 

XI. 

Q. 

management of Pacific Telecom’s federal relations office. In that position, I held 

primary responsibility for representation and advocacy on telecommunications 

matters pending before the Federal Communications Commission (“FCC”) and 

Congress, including matters pertaining to the Telecommunications Act of 1996. 

I am a graduate of the University of Puget Sound with a Bachelor of Arts degree in 

Business Administration and Accounting. I am also a Certified Public Accountant in 

the State of Washington, where I have held a CPA license for approximately twenty 

four years. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

The purpose of my testimony is to support the Settlement Agreement dated August 

23,2005 (“Settlement Agreement” or “Agreement”) on behalf of Time Warner 

Telecom of Arizona, LLC (“TWTA”). 

IS TIME WARNER TELECOM OF ARIZONA, LLC A PARTY TO THE 
SETTLEMENT AGREEMENT? 

Yes, TWTA is a signatory to the Settlement Agreement. 

SETTLEMENT AGREEMENT 

ARE YOU FAMILIAR WITH THE SETTLEMENT AGREEMENT? 

2 

1661457.1 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

A. 

Q* 

A. 

Q* 

A. 

Yes, I am familiar with the terms of the Settlement Agreement. As a representative 

of TWTA, I, along with TWTA’s counsel, participated in the numerous settlement 

discussions regarding the Settlement Agreement. I am most familiar, however, with 

issues of the Settlement Agreement relating to special access, particularly Section 9 

of the Settlement Agreement and Attachment D to the Settlement Agreement. I am 

also generally familiar with the remaining sections of the Settlement Agreement. 

However, because TWTA did not have a significant involvement with other issues of 

the Agreement, I have not examined those issues in substantial detail. However, 

given the substantial investigation into and discussion of each issue of the agreement 

by the parties to which each issue was important, the result is an agreement that 

balances all issues and is in the public interest. 

DID YOU PARTICIPATE IN THE NEGOTIATIONS OF THE 
SETTLEMENT AGREEMENT? 

Yes, as stated above, I was involved in the negotiation of the Settlement Agreement, 

as was TWTA’s counsel. The negotiations were open to all parties to these 

proceedings, and the settlement resulted in a compromise on all issues, including 

special access. 

DOES TIME WARNER TELECOM OF ARIZONA, LLC SUPPORT THE 
APPROVAL OF THE SETTLEMENT AGREEMENT BY THE ARIZONA 
CORPORATION COMMISSION? 

Yes, it does. 

3 
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Q. 

A. 

BENEFITS AND PUBLIC INTEREST 

PLEASE EXPLAIN WHY TIME WARNER TELECOM OF ARIZONA, LLC 
SUPPORTS THE ADOPTION OF THE SETTLEMENT AGREEMENT. 

Throughout this proceeding, TWTA’s primary focus has been the issue of special 

access. As discussed in the direct and rebuttal testimony of Timothy J. Gates filed on 

behalf of TWTA, TWTA initially sought that all intrastate rates for special access be 

reduced closer to cost. Although the terms of the settlement agreement did not result 

in the overall reduction TWTA initially proposed, it was agreed by the parties that 

Qwest would make available to TWTA, XO and other carriers DS 1 private line 

services on a contract basis. The contract, attached as Attachment D to the 

Settlement Agreement, provides for reductions on DS 1 channel terminations and 

transport mileage charges, subject to certain volumes of purchases. These rates will 

apply to DS 1 s provided by Qwest to TWTA, XO and other carriers in the Phoenix 

and Tucson MSAs. 

Although the settlement did not result in a reduction of all rates closer to cost as 

TWTA initially proposed, it did result in a significant reduction of rates on DS1 

channel terminations. Although TWTA does not waive its initial positions regarding 

overall pricing of intrastate special access services, this Agreement is a reasonable 

compromise which will provide benefits to competition in Arizona. For example, 

competitors of Qwest continue to experience problems obtaining reasonable terms 

4 
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and conditions when seeking access to commercial office buildings. Some building 

owners simply deny entry, while others demand egregious terms and conditions 

which make provision of TWTA’s services to tenants either uneconomic or 

untenable. On the other hand, in many of these same buildings, Qwest retains its 

historic position in which building owners provide Qwest entry free of charge and 

with no material restrictions or conditions. Thus, unfortunately, in many instances, 

the only way that TWTA can serve a tenant is through leased circuits provided by 

Qwest. While not an ideal solution to addressing the building access issue, TWTA 

believes that the effect of reducing prices for intrastate special access DSls, as 

reflected by the Agreement, will improve conditions somewhat and enhance 

competitive choice for Arizona business customers. It will also moderate the effect 

of unreasonable terms and conditions for right of entry sought by some building 

owners. 

In addition to special access, TWTA’s initial testimony also explained concerns 

regarding the deregulation sought by Qwest. TWTA believes that the balance struck 

by the Settlement Agreement and the level of regulation of Qwest set forth in the 

SettIement Agreement is an appropriate resolution of this issue at this time. 
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Q. 

A. 

Q. 

A. 

WHAT OTHER FACTORS DID YOU CONSIDER AS PART OF THE 
SETTLEMENT? 

The settlement involved numerous matters and required a compromise on a variety 

of issues raised by parties to the Agreement. Given the cost and risk of extensive 

litigation on these issues, TWTA also factored in the savings of litigation expenses 

and the fact that the litigation resolved all of the issues important to the parties that 

signed the Settlement Agreement. In any settlement, there must be a balance of all 

issues by the parties to the settlement, and TWTA believes that this Settlement 

Agreement strikes the appropriate balance. 

DO YOU BELIEVE THAT ADOPTION TO THE SETTLEMENT IS IN THE 
PUBLIC INTEREST? 

Yes, I do. As I expect will be described in great detail in Staff's testimony and 

Qwest's testimony, the Settlement Agreement provides numerous public benefits 

and resolves all of the issues of the parties to the settlement- In addition, as I have 

stated, the resolution of rates for intrastate special access DS 1 s provide benefits that 

will derive from increased competition in the state of Arizona in cases in which 

tenants seek alternate providers to Qwest but are precluded from purchasing service 

due to unreasonable building entry conditions. For these reasons, TWTA supports 

adoption of the Settlement Agreement by the Commission. 
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IV. CONCLUSION 

Q. 

A. Yes, it does. 

DOES THIS CONCLUDE YOUR TESTIMONY? 
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40 North Central Avenue 
Phoenix, Arizona 85004 

Mark A. DiNunzio 
Cox Arizona Telcom, LLC 
1550 West Deer Valley Rd. 

Phoenix, Arizona 85027 
MS DV3-16, Bldg C 

Timothy Berg, Esq. 
Theresa Dwyer, Esq. 
Darcy R. Re&, Esq. 
Fennemore Craig, PC 
3003 North Centnil Avenue, Suite 2600 
phoenix, Arizona 85012-2913 

Norman G. Curtright 
corporate Counsel 
*est 
4041 N. Central Avenue, 1 lth Floor 
Phoenix, Arizona 85012 

Peter Q. Nyce, Jr. 
Regulatory Law Office 
U. S. Army Litigation Center 
901 N. Stuart Street, Suite 713 
Arlington, Virginia 22203 

Richard LRe Jeffrey W. Crockett 
Snavely King Majoros O'Connor & Lee, Inc. Snell & Wilmer 
1220 L Street N.W., Suite 410 One Arizona Center 
Washington, D.C. 20005 400 East Van Buren 

Phoenix, Arizona 85004 
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Michael W. Patten 
Roshka Heyman & DeWulf, PLC 
One Arizona Center 
400 East Van Buren Street, Suite 800 
Phoenix, Arizona 85004 

Walter W. Meek, President 
Vice President Regulatory 
Arizona Utility Investors Association 
2100 N. Central Avenue, Suite 210 
Phoenix,AZ 85004 

Brian Thomas 
Vice President Regulatory 
Time Warner Telecom, Inc. 
223 Taylor Avenue North 
Seattle, Washington 98109 

Albert stemlan 
Arizona Consumers Council 
2849 East Eighth Street 
Tucson, AZ 857 16 

Letty S. D. Friesen 
AT&T 
1875 Lawrence St. 
Suite 1575 
Denver, CO 80202-1870 

Martin A. Aronson, Esq. 
Morrill & Aronson PLC 
One E. Camelback, Suite 340 
Phoenix, AZ 85012-1648 

Daniel D. Haws 
OSJA 

USA Intelligence Center & Fort Huachuca 
Fort Huachuca, Arizona 85613-6000 
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Dkct  Testimony of Rex Knowles 
Docket No. T-01051B-03-0454 
Docket No. T-00000D-00-0672 

September 6,2005 

I. INTRODUCTION 

PLEASE STATE YOUR NAME, EMPLOYER, AND BUSINESS ADDRESS. 

My name is Rex Knowles. I am a Regional Vice President Regulatory for XO 

Communications, hc., 11 1 East Broadway, Suite 1O00, Salt Lake City, Utah 841 11. 

PLEASE IDENTIFY AND DESCRIBE THE PARTY ON WHOSE BEHALF YOU 
ARE TESTIFYING. 

I am testifying on behalf of XO Communications Services, Inc. ("XO), a competitive 

local exchange company (TLX'"CLEc'' that provides facilities-based local and long distance 

telecommunications semices in Arizona. 

WHAT ARE YOUR RESPONSIBILITIES? 

I am responsible for all regulatory, legislative, municipal, and incumbent local exchange 

carrier ("ILEC") initiatives on behalf of XO and other affiliates in California, Nevada and 

all states in the Qwest region, including Arizona. 

WHAT IS YOUR BUSINESS AND EDUCATION BACKGROUND? 

I graduated from Portland State University in Portland, Oregon, with a degree in Business 

AdministratiodFinance Law in 1989. I was employed by United Telephone of the 

Northwest from 1989 to 1993 as a regulatory staff assistant and product manager 

responsible for incremental cost studies and creation and implementation of extended 

axes service ("EAS") and 91 1. From 1993 to 1996, I was employed by Central Telephone 
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of Nevada as manager of revenue planning and research and was responsible for 

supervising cost study preparation and developing and implementing regulatory reform, 

including opening the local exchange market to competition and alternative forms of 

regulation for JLECs. I joined the XO in the Spring of 1996. 

HAVE YOU PREVIOUSLY TESTIFIED IN OTHER REGULATORY 
PROCEEDINGS? 

Yes, I have provided testimony on costing, pricing, and policy issues in various 

proceedings before the Arizona Corporation Commission, the Colorado Public Utilities 

Commission, the Utah Public Service Commission and the Washington Utilities and 

Transportation Commission. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

The purpose of my testimony is to express XO's support for the Settlement Agreement 

filed with the Commission on August 23,2005 ("Settlement Agreement" or 

"Agreement"). 

II. THE SETTLEMENT AGREEMENT 

DID XO PARTICIPATE IN SETTLEMENT AGREEMENT NEGOTIATIONS? 
Yes. Through local counsel, XO participated in at least a dozen settlement meetings. 

Once XO was granted intervention in the docket, XO was given the opportunity to 

participate in all meetings concerning the Settlement Agreement. 
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Q. ARE YOU FAMILIAR WITH THE SETTLEMENT AGREEMENT? 

A. Yes. I have reviewed the final Settlement Agreement and as the Agreement evolved I 

reviewed drafts circulated by Staff. XO participated actively in the negotiation of 

Section 9 and Attachment D to the Agreement. Section 9 and Attachment D will make 

available to competitive local exchange carriers in Arizona a DS1 channel termination 

rate (“DS-1 rate”) that is more favorable than the current intrastate DS 1 rate offered by 

Qwest. XO relies on DS 1 and DS3 products to serve Arizona customers and, in almost 

all  instances, these “special access” products are available only from Qwest. Qwest has 

the ability to increase the special access rates substantially, and has done so at the federal 

level in recent months. This Arizona rate will enhance opportunities for competition and 

provide some rate stability for the DS-1 product. XO has not independently examined 

issues related to Qwest’s revenue deficiency, the fair value determination, or the agreed 

upon rate of return. XO does believe that these contested issues am fairly resolved in the 

Settlement Agreement and that their resolution required compromise by all parties to the 

Agreement. 

III. TIIE SETTLEMENT AGREXMENT IS IN THE PUBLIC INTEREST 
AND SHOULD BE APPROVED 

Q. IS THE SETTLEMENT IN THE PUBLIC INTEREST? 

A. Yes. From a competitor’s perspective, the Settlement Agreement strikes a reasonable 

balance between the interests of Qwest, the need for competitive product rate stability, 

and consumer needs. In contrast, a lengthy and costly inquiry into Qwest’s revenue 

deficiency would not serve the interests of consumers, Qwest, or telecommunications 

competitors. 
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Q. DOES XO SUPPORT APPROVAL OF THE SE'ITLEMENT AGREEMENT BY 
TBE AIUZONA CORPORATION COMMISSION? 

A. Yes. The Settlement Agreement represents a fair compromise of the disputed issues. A 

number of issues were the focus of lengthy negotiation sessions and represent carefully 

negotiated compromises. No interested party or stakeholder was excluded from the 

negotiation process. XO supports the Settlement Agreement and requests that the 

Commission approve the Agreement. 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

10 A. Yes,itdoes. 
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